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PREFACE TO THE FIRST EDITION 


This book: examines the problems of economic development of 
underdeveloped countries. There is, however, no dearth of literature on 
the subject. But it is scattered in journals, reports and doctoral theses. 
Some of the books on the subject deal with particular aspects of the 
problems of underdevelopment, while others are in the form of lectures 
delivered by eminent economists from time to time. There are very few 
books written in the textbook style. But they are mostly occidental in 
nature. In certain cases their approach and presentation is abstract and 
difficult. I have endeavoured to present the subject in a lucid and 
intelligible manner as possible as in oriental setting. 

The book is intended to meet the requirements of M.A. and Honours 
students preparing for the paper on Economics of Development and 
Planning. It will also prove useful to the candidates for the various 
competitive examinations. The syllabi of all the Indian Universities and 
those of the Universities of Leeds, Manchester and London have been 
consulted for this purpose. 

I have drawn heavily on the writings of a vast galaxy of economists 
who have done much to ennch the subject matter of economic 
development within the last two decades However, no amount of 
footnoting can ever repay the debt 1 owe to them. 

My interest in the subject was aroused when I was a student of the 
University of Delhi. I had the opportunity to listen to a series of lectures 
delivered by Dr J.B. Condliffe of the University of California and Mr 
Maurice Dobb of the University of Cambridge as Visiting Professors.* 

I imbibed further interest from the classroom lectures of Professors 
VKRV Rao, B N Ganguli and Raj Krishna on the different aspects of 
the subject though it was in its nascent state at that time I wish to recall 
my indebtedness to all of them. 

I beg to acknowledge my sincere gratitude to the following publishers 
from whose publications I have borrowed copyright material. George 
Allen & Unwin Ltd., London; Prentice-Hall, New Jersey, USA; Oxford 
University Press, New York & London; Macmillan & Co., The Free 
Press; Yale University Press; Routledge and Kegan Paul, London; John 
Willey & Sons, Inc. N.Y.; Orient Longmans; Cambridge University 


•J.B. Coftdliffe. Tcbnohgtca! P( ogress and Economic Pcretopmcnr, M. Dot*. Some 
Aspects of Economic Development, Delhi 1951, 



viii 


Preface to the First Edition 


Press; Asia Publishing House, Bombay; Kitabistan, Allahabad; Central 
Book Depot, Allahabad; Allied Publishers, Bombay; and to many 
others. 

No word of gratitude is sufficient to appreciate the encouragement I 
have ben receiving from time to time from my revered teachers, Mr 
K N Bhattacharya, Professor of Economics, National Academy of 
Administration, Government of India, Mussoorie and Mr N K Pant, 
Associate Director in Economics, School of Correspondence Courses, 
University of Delhi. Without their help this book could not have been 
possible. Needless to say, I alone am responsible for any errors which 
may remain. 


M.L. Jhingan 
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PART ONE 


BASIC PROBLEMS 


Chapter 1 

ECONOMICS OF DEVELOPMENT: CONCEPTS 
AND APPROACHES 

INTRODUCTION 

The Economics of Development refers to the problems of the economic 
development of underdeveloped countries. Though the study of 
economic development has attracted the attention of economists right 
from Adam Smith down to Marx and Keynes, yet they were mainly 
interested in the problems which were essentially static in nature and 
largely related to a Western European framework of social and cultural 
institutions. It is, however, in the forties of the present century and 
especially after the Second World War that economists started devoting 
their attention towards analysing the problems of underdeveloped 
countries. Their interest in the economics of development has been 
further stimulated by the wave of political resurgence that swept the 
Asian and African nations after the Second World War. The desire on 
the part of new leaders in these countries to promote rapid economic 
development coupled with the realization on the part of the developed 
nations that 'poverty anywhere is a threat to prosperity everywhere.’ has 
aroused further interest in the subject 
But the interest of the wealthy nations in removing widespread 
poverty of the underdeveloped countries has not been aroused by any 
humanitarian motive. The most cogent reason for aiding the underde- 
veloped countries has been the cold w’ar between Russia and the West 
Each tries to enlist the support and loyalty of underdeveloped countries 
by promoting larger aid than the other. Economic development has also 
an export value for both the aid-giving and aid-receiving countries. In 
order to avoid secular stagnation, rich countries need an ever-increasing 
rate of development which must be accompanied by an outlet for the use 
of their growing capital stock. Poor countries need an accelerating rate 
of development to increase their export potential for avoiding deficit in 
balance of payments. *' ^ 
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However, a studv of the Poverty of Nations and the methods of 
removing poverty cannot be based on the experience of the nch nations. 
For *in the advanced countries there has been a tendency to take 
economic development for granted— as something that takes care ot 
itself and to concentrate on the short-term oscillations of the economy. 
Therefore, Myrdal says that the underdeveloped countries should not 
accept our inherited economic theory uncritically but remould it to fit 
their own problems and interests.' 


Economic Development and Economic Growth 

Generally speaking, economic development refers to the problems of 
underdeveloped countries and economic growth to those of developed 
countries. Maddison makes the distinction between the two terms in this 
sense when he writes: "The raising of income levels is generally called 
economic growth in rich countries and in poor ones it is called economic 
development."-’ But this view does not specify the underlying forces 
which raise the income levels in the two types of economies. Mrs Hicks 
points out in this connection that the problems of underdeveloped 
countries are concerned with the development of unused resources, 
even though their uses arc well known, while those of advanced 
countries are related to growth, most of their resources being already 
known and developed to a considerable extent . 4 

In fact, the terms ‘development’ and ‘growth’ have nothing to do with 
the type of economy. The distinction between the two relates to the 
nature and causes of change. Schumpeter makes the distinction dearer 
when he defines development as a continuous and spontaneous change 
in the stationary state which forever alters and displaces the equilibrium 
state previously existing: while growth is a gradual and steady change in 
the long run which comes about by a gradual increase in the rate of 
savings and population . 5 This dew of Schumpeter has been widely 
accepted and elaborated by the majority of economists. According to 
Kindleberger, “Economic growth means more output, while economic 
development implies both more output and changes in the technical and 
institutional arrangements by which it is produced and distributed. 
Growth may well involve not only moTe output derived from greater 
amounts of inputs but also greater efficiency, i.e., an increase in output 
per unit of input. Development goes beyond this to imply changes in the 


’Ragnar XurVw, ftwMwns of Cs/viaZ Formation in Underdeveloped Countries p 1? 
5 - ^ Vutotodopol Recfon. p 99 

_A. Mrfwwn, Economic Progress end Policy in Devch pine Countries 1970 
L. Hicls. Learning About Economic Development', O.E.P. Feb 1QS7 ' 
3.A. Sc,.umpetcr. The Theory of Economic Development. 1934. 
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composition of output and in the allocation of inputs by sectors.”* 
Friedmann defines growth as an expansion of the system in one or more 
dimensions without a change in its structure, and development as an 
innovative process leading to the structural transformation of social 
systems. 7 

Thus economic growth is related to a quantitative sustained increase 
in the country’s per capita output or income accompanied by expansion 
in its labour force, consumption, capital, and volume of trade. On the 
other hand, economic development is a wider term It is related to 
qualitative changes in economic wants, goods, incentives, and institu- 
tions. It describes the underlying determinants of growth such as 
technological and structural changes. Development embraces both 
growth and decline. An economy can grow but it may not deselop 
because poverty, unemployment and inequalities may continue to 
persist due to the absence of technological and structural changes But it 
is difficult to imagine development without economic growth in the 
absence of an increase in output per capita, particularly when 
population is growing rapidly. 

Despite these apparent differences, some economists use these terms 
as synonyms. Arthur Lewis in his The Theory of Economic Growth 
writes that “most often we shall refer only to growth but occasionally for 
the sake of variety, to progress or to development " These terms will 
also be used as synonyms throughout this text 

Measurement of Economic Development 

Economic development is measured in four ways: 

1. GNP. One of the methods to measure economic development is in 
terms of an increase in the economy’s real national income over a long 
period of time. But this is not a satisfactory definition 

“Real national income” refers to the country’s total output of final 
goods and services in real terms rather than in money terms. Thus price 
changes will have to be ruled out while calculating real national income. 
But this is unrealistic because variations in prices are inevitable. In this 
measure the phrase "over a long period of time" implies a sustained 
increase in real income. A short-period rise in national income which 
occurs during the upswing of the business cycle docs not constitute 
economic development. 

This measure fails to take into consideration changes in the growth of 
population. If a rise in real national income is accompanied by a faster 

*C.P. Kmdlebefger, Economic Development. 1'c, 1963. 

’John Fnedimnn. in Growth Centres in Repoml Economic Development 
Hinsen. 1972. 
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growth in population, there will be no economic growth but retardaUon. 
The GNP figure also does not reveal the costs to society of environme 
tal pollution, urbanisation, industrialisation, and population growth. 
Further, it tells us nothing about the distribution of income in the 

Moreover, there arc certain conceptual difficulties in the measure- 
ment of national income which are discussed as under: 

(a) First there is the difficulty of defining 'nation’ in national income. 
Every nation has its political boundaries, but in the national income is 
also included the income earned by the nationals of a country in a 


foreign country' beyond the territorial boundaries of that country. 

(b) National income is always measured in money, but there are a 
number of goods and services which are difficult to be assessed in terms 
of money, e.g., painting as a hobby by an individual, the bringing up of 
children by the mother. Similarly, when the owner of a firm gets 
married to his lady secretary, her services, though a part of national 
income, are not included in it. By excluding ail such services from it, the 
national income will work out less than what it actually is. 

(c) Another difficulty in calculating the national income is of double 
counting which arises from the failure to distinguish properly between 
final and intermediate products. There always exists the fear of a good 
or a service being included more than once. If it so happens, the 
national income would work out to be many times the actual. 

(d) Income earned through illegal activities such as gambling, or 
illicit extraction of wine, etc., is not included in national income. Such 
goods and sendees do have value and meet the needs of the consumers. 
But by leaving them out, the national income works out to less than the 
actual. 


(c) Then there arises the difficulty of including transfer payments in 
the national income. Individuals get pension, unemployment allowance 
and interest on public loans, but whether these should be included in 
national income is a difficult problem. On the one hand, these earnings 
arc a part of individual income and, on the other, they are government 
expenditure. 

(0 Capital gains or losses which accrue to property owners by 
increases or decreases in the market value of their capital assets or 
changes in demand arc excluded from the GNP because such changes do 
not result from current economic activities. It is only when capital gains 
or losses are the result of the current flow or non-flow of productive 
activities that they arc included in the GNP 

- ( o! rlo VC £ 00 ' Cban / CS Whclhcr nc ^ tivc w Positive are included 
m the GNP. The procedure is to take positive or negative chances^ 

physical units of inventories and multiply them by current prices Sen 
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this figure is added to total current production of the firm. But the 
problem is that firms record inventories at their original costs rather 
than at replacement costs. When prices rise there are gains in the book 
value of inventories. Contrariwise, there are losses when prices fall. So 
the book value of inventories overstates or understates the actual 
inventories. 

(h) When we deduct capital depreciation from GNP, the resulting 
measure is NNP. Depredation is a charge on profits which lowers 
national income. But the problem of estimating the current depredated 
value of a piece of capital, whose expected life is, say, fifty years, is very 
difficult. The usual practice on the part of firms is to base their 
depredation provisions on the original cost of their assets. When prices 
of capital goods are changing, the annual depredation provision will 
then measure the cost of using fixed assets for some fifty years (i.c., the 
time when the assets were bought) rather than the current cost of using 
them. Unlike inventories, a depreciation valuation adjustment is full of 
statistical difficulties, such as the age-composition of the whole capital 
stock, and changes in prices of capital goods every year since the assets 
were bought 

(i) Moreover, the calculation of national income in terms of money is 
the underestimation of real national income. It does not include the 
leisure foregone in the process of the production of a commodity. The 
incomes earned by two individuals may be equal, but if one of them 
works for longer hours than the other, it would be correct to some 
extent to say that the real income of the former has been understated. 
Thus national income does not take into consideration the actual cost of 
production of a commodity 

(j) In calculating national income, a good number of public services 
are also taken which cannot be estimated correctly. How should the 
police and military services be estimated? In the days of war, the forces 
are active, but during peace they rest in cantonments Similarly, to 
estimate the contribution made to national income by profits earned on 
irrigation and power projects in terms of money is also a difficult 
problem. 

Moreover, the emphasis on GNP as the index of economic growth is 
based on the application of the experiences of the developed countries 
on the underdeveloped countries which differ radically from the 
socio-economic set-up of the former. An OECD Report emphasises ir 
this connection that the developed countries “took for granted that 
GNP growth, largely concentrated in the industnal sector, would 
with it automatically full employment and eradication of the pov”^ ~ 
it had seemed to do for them. They failed to remember that durirr 
period of early industrialisation, population growth was slow **“'^°‘* 
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gy quite labour-intensive, emigration was relatively' easy if people could 
not find a job, and there was no competition from already high > 
industrialised societies or restrictions by them on access to their 
markets. ,,s Unfortunately, economists in underdeveloped countries and 
their Western advisers have viewed economic development m such 
countries as structural transformation whereby the share of agriculture 
declines and that of manufacturing and service sectors increases in 
GNF. Accordingly, they have laid stress on such development strategies 
which aim at rapid industrialisation along with urbanisation at the cost 
of rural and agricultural development. So far as the solutions of such 
problems as poverty, unemployment and income distribution are 
concerned, they have been given secondary importance. This is because 
it is thought that with increase in GNP such problems will be 


automatically solved in the long run. 

Though underdeveloped countries lack in satisfactory' indicators and 
data, yet they show a strong correlation between the extent of poverty 
and GNP per capita. Few would dispute that poverty is both the cause 
and result of economic growth. Poor people can make little contribution 
to the economic growth of the country. On the other hand, development 
strategies which lay more emphasis on industrialisation and neglect the 
poor cannot raise the long-run growth rate of economy. As a matter of 
fact, experience in the underdeveloped countries during the three 
Development Decades has shown that the increase in GNP/GNP per 
capita has accentuated the problems of poverty, unemployment and 
inequalities in such countries. Therefore, GNP cannot be regarded as a 
perfect indicator of economic growth. 

2. GNP Per Capita. The second measure relates to an increase in the 
pet capita real income of the economy' over the long period. Economists 
arc one in defining economic development in terms of an increase in per 
capita real income or output. Meier defines economic development “as 
the process whereby the real per capita income of a country increases 
o\er a long period of time.” This indicator of economic growth purports 
to emphasize that for economic development the rate of increase in real 
income should be higher than the growth rate of population. But 
difricuhies still remain. 


‘ f ^ m P er ca P !ta inc °mc may not raise the real standard of 
lmng of the masses. It ts possible that while per capita real income is 
increasing, per capita consumption might be falling P People might be 

he n S h C ° f 7 ing ° r the g0Vernmen£ itself be using up 

isSJ of th" C m m a t Uar> ' ° r ° ther pur P° ses ' is anofher 
?o 'bihty of the masses rema.mng poor despite an increase in the real 


’ OECD. 


Dei-elopnttnt Cooperation 1973 Re We«, 1973. Italics mine, 
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national income if the increased income goes to the few rich instead of 
going to the many poor. Moreover, such a measure subordinates other 
questions regarding “the structure of the society, the size and 
composition of its population, its institutions and culture, the resource 
patterns and even distribution of output among the society’s members.” 

3. Welfare. There is also a tendency to measure economic develop^' 
ment from the point of view of economic welfare. Economic develop- 
ment is regarded as a process whereby there is an increase in the 
consumption of goods and services of individuals. According to Okun 
and Richardson, economic development is “a sustained, secular 
improvement in material well-being, which we may consider to be 
reflected in an increasing flow of goods and services." 9 

This indicator is also not free from limitations. The first limitation 
arises with regard to the weights to be attached to the consumption of 
individuals. Consumption of goods and services depends on the tastes 
and preferences of individuals It is, therefore, not correct to have the 
same weights in preparing the welfare index of individuals. 

Second, in measuring economic welfare caution has to be exercised 
with regard to the composition of the total output that is giving rise to an 
increase in per capita consumption, and how this output is being valued. 
The increased total output may be composed of capital goods. It may be 
at the cost of a reduced output of consumer goods. 

However, the real difficulty arises jn the valuation of the output. The 
output may be valued at market prices whereas economic welfare is 
measured by an increase in real national output or income. In fact 'with 
a different distribution of income, prices would be different and both 
the composition and value of national output would also be different.* 

Third, from the welfare point of view- we must also consider not only 
what is produced but how it is produced. The expansion of real national 
output might have raised the real costs (pain and sacrifice) and social 
costs in the economy For instance, the increased output might have 
resulted from long hours and in the deterioration of the working 
conditions of the labour force 

Last, we cannot equate an increase in output per head with an 
increase in economic welfare, let alone social welfare without additional 
considerations. To specify an optimum rate of development we must 
make value judgments regarding income distribution, composition of 
output, tastes, real cost and other particular changes that are associated 
with the overall increase in the real income. 

4. Social Indicators. Dissatisfied with GNP or GNP per capita as the 
measure of economic development, certain economists have tried to 

♦O Okun and R W'. Richardson. Studies in Economic Development, p 230 
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measure it in terms of “social indicators.” These include health, food 
and nutrition, education including literacy and skills, employmen , 
conditions of work, consumption of basic necessities, transportation, 
housing including household facilities, clothing, recreation and enter- 
tainments, social security, etc. All these indicators emphasise on the 


quality of the development process. 

But problems arise in constructing a common index of development 
relating to these social indicators. First, there is no unanimity among 
economists as to the number and type of items to be included in such an 
index. For instance, Hagen , 10 and UNRISD 11 use eleven to eighteen 
items with hardly a few common. On the other hand, Morris D. Morris 
uses only three items, i.e., life expectancy at birth, infant mortality, and 
literacy rate in constructing a “Physical Quality of Life Index” relating 
to 23 developed and developing countries of the world for a comparative 
study. Second, there is the problem of assigning weights to the various 
items which may depend upon the social, economic and political set-up 
of the country. This involves subjectivity. Morris D. Morris 12 assigns 
equal weights to the three indicators which undermines the value of the 
index in a comparative analysis of the different countries. If each 
country chooses its own list of social indicators and assigns weights to 


them, their international comparisons would be as inaccurate as GNP 


figures. Third, social indicators are concerned with current welfare and 


are not related to the future. Fourth, the majority of indicators are 
inputs and not outputs, such as education, health, etc. Lastly, they 
involve value judgments. Therefore, in order to avoid value judgments 
and for the sake of simplicity, economists and UN organisations use 
GNP per capita as the measure of economic development. 


leaning of the Term ‘Underdeveloped’ 

The term ‘underdeveloped’ has been used in a variety of ways. 
‘Undeveloped’ and ‘underdeveloped’ countries are often used as 
synonyms. But these two terms are easily distinguishable. An unde- 
veloped country is one which has no prospects of development. An 
underdeveloped country, on the other hand, is one which has no 
potentialities of development . The Antarctic, the Arctic and parts of the 
Sahara may be termed as undeveloped, while India, Pakistan, Uganda 
Columbia, Panama, etc., may be called underdeveloped. “Poor” and 


"E E. Hagen A Framework for Anting Economic and Political Development" in 
Development of Emerging Countries, (cd.) R.E. Asher. 1962 P ' ln 

United Nations Research Institute for Social Development flJNRKnt rv* 
Measurement of Soda, Economic Development 970 (UNRISD >’ Contents and 

’Morns D. Morris. "A Physical Quality of Life InrW- „ 

World Development Agenda 1977, ( c d.) J.W. Sewall, 1977 ™ Umted S!ates and 
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“backward" are also used as synonyms for "underdeveloped". A poor 
country does not mean a young country. Poverty simply refers to the 
low level of per capita income of a country. It has nothing to do with the 
country's culture ‘Backward countries' is a static term like the term 
‘underdeveloped’. So the terms poor and underdeveloped are inter- 
changeable. A more respectable term "developing countries’* has also 
come to be used in economic literature However, Bauer regards the 
expressions underdeveloped, developing and less developed as clearly 
euphemisms. The terms underdeveloped and developing are especially 
inappropriate euphemisms* undcrde\ eloped because it so clearly 
suggests that the condition it describes is abnormal, reprehensible and 
also perhaps readily rectifiable The term de\elopmg because its use 
leads to such contradictions as references to the stagnation or 
retrogression of the developing world According to him poor or 
materially backward are the most appropriate expressions n Thc'\Vor!d 
Bank uses the term developing countries and divides them into low 
income and middle income countries Middle income countries arc 
further divided into oil exporters and oil importers Of late, a new term 
‘Third World 14 is being used Wc shall be using all these terms 
interchangeably throughout the text 

Different Criteria of Underdevelopment 

It is rather difficult to give a precise criterion of underdevelopment. 
Underdevelopment can be defined in many ways* by the incidence of 
poverty, ignorance, or disease, by maldistribution of the national 
income, by administrative incompetence, by social disorganization " ,5 
There is thus not a single definition which is so comprehensive as to 
incorporate all the features of an underdeveloped country Still some of 
the criteria of underdevelopment arc discussed below 

1. The first criterion of underdevelopment is the ratio of population 
to land area But it is very difficult to ascertain whether a high or a low 
ratio of population to area is an indicator of underdevelopment There 
arc many underdeveloped countries in Africa and Latin America where 
there arc “empty spaces” signifying a low ratio While there arc a 
number of other underdeveloped countries like India. China, Burma, 
Pakistan. Malaysia and many other South Asian countries which have a 

*’P T Bauer. Dissent on Deselopment. 1973 

l4 Thr African, the Avian and the Latin American member countries of ihc United 
Nations prefer lo call thcmseh-cs collected) as the 'Third World’ They do so to 
distinguish themselves from the economical!) advanced capitalist countries of the First 
World" and the socialist countries of the ‘Second World " 

•'Hugh L. Keenleyside. Obsladcs and Means in International Development . in 
Dynamics of Detefapmenr, (ed ) G Hambidee. p 8 
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high ratio of population to area. This criterion is, therefore, vague and 

superfluous. . 

2. Another indicator of underdevelopment is the ratio of industrial 
output to total output. It may also be explained as the ratio of industrial 
population to total population. According to this criterion, countries 
with a low ratio of industrial output to total output are considered 
underdeveloped. But this ratio tends to increase with the increase in the 
per capita income. Therefore, the degree of industrialization is often a 
consequence rather than a cause of economic prosperity in a country. In 
countries where agriculture is developed, tertiary or service industries 
tend to grow spontaneously because increasing disposable agricutural 
surplus creates demand for the products of the industrial sector. But 
when the disposable surplus agricultural income is used to subsidize 
uneconomic urban industry, the overall per capita income would tend to 
be lower. 16 Thus, this criterion is not a valid indicator of underdevelop- 
merit. 

3. The third criterion of underdevelopment is the low ratio of capital 
to per head of population. Nurkse defines underdeveloped countries as 
those which “compared with the advanced countries are under- 
equipped with capital in relation to their population and natural 
resources." 17 But dearth of capital is not a satisfactory criterion of 
underdevelopment for the following reasons: (a) Capital deficiency is 
not related to the absolute size of a country's stock of capital but to the 
ratio of capital to population or to some other factor. (/>) The Principle 
of Marginal Productivity tolls that where the ratio of capital to other 
factors is low, the marginal productivity of capital is high. But it is 
difficult to infer from this that in underdeveloped countries marginal 
productivity of capital is high since capital is scarce, or that a high 
marginal productivity of capital suggests a scarcity of capital. It is 
possible that poor organisation, low skills, unfavourable weather, etc., 
may tend to keep the marginal productivity of capital low in 
underdeveloped countries, (c) Moreover, if capital deficiency is taken 
as an indicator of underdevelopment, other socio-economic factors are 
neglected. As Nurkse himself says. "Economic Development has much 
to do with human endowments, social attitudes, political conditions and 

o f S pro g t e ss ^ ° ' S <L, ' PU; '' 1S “ " CCCSSarv bul not a sufficient condition 

4 Another criterion indicates towards p.neny as the main cause ot 
underdevelopment, Staley defines an underdeveloped country “s 

«» r, I? 5 - «****. 
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"characterised by mass poverty which is chronic and not the result of 
some temporary misfortune and by obsolete methods of production and 
social organisation, which means that the poverty is not entirely due to 
poor natural resources and hence could presumably be lessened by 
methods already prosed in other countries ” IK 

This definition points towards some of the important characteristics of 
underdeveloped countries That underdeveloped countries have unex- 
ploitcd natural resources, scarcity of capita! goods and equipment, 
obsolete techniques of production and defects m socio-economic 
organisation, none can deny But it docs not lay emphasis on the basic 
criterion of underdevelopment, viz., low per capita income As Barbara 
Ward says, "Perhaps the most satisfactory method of defining poverty is 
to discuss the question simply in terms of per capita income — the 
average income available to citizens in the various countries ”* v 

5. Thus one of the most commonly acceptable criteria of underde- 
velogmcnt is the Ion per capita real income of underdeveloped 
countries as compared with the advanced countries According to the 
United Nations experts. "Wc use it (the term underdeveloped country) 
to mean countries in which per capita real income is low u hen compared 
with the per capita real incomes of the United States of America, 
Canada, Australia and Western Europe " But such definitions which 
explain an underdeveloped country m terms of the low per capita level 
of income can by no means be considered adequate and satisfactory For 
they focus attention only on one aspect of underdevelopment, viz.. 
poverty They do not analyse the causes of low' consumption levels, of 
inhibited growth and of the development potential of an underde- 
veloped economy Moreover, "being underdeveloped in the technical 
sense means nothing in terms of the level of civilization, culture or 
spiritual values.' 01 ’ Serious difficulties also arise while measuring per 
capita national incomes in underdeveloped countries and their compari- 
son w-ith the per capita incomes of the advanced countries The data on 
per capita national income are often inaccurate misleading and 
unreliable due to the following reasons 

(a) There is a substantial non-monetized sector in underdeveloped 
countries which makes the calculation of national income difficult A 
great deal of what is produced in the subsistence sector is either 
exchanged for other goods or is kepi for personal consumption This 
tends to understate the national income 

(b) There is the lack of occupational specialization in such countries 

"E. Staley. The Future of Underdcv eloped Countries, p 13 
’’The Rich and Poor Nation « 

J0 B Higgins. Economic Development p 1 
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which makes the calculation of national income by distributive shares or 
by industrial origin difficult. Besides the crop, farmers often produce a 
variety of products like eggs, milk, articles of clothing, etc., that are 
never included in the national income estimates. 

(c) In underdeveloped countries people are mostly illiterate and do 
not keep any accounts, and even if they do. they are reluctant to disclose 
their income correctly. In such a situation only rough estimates are 
possible. 

(d) National income estimates include only those goods and services 
which arc commercially used. But in underdeveloped countries people 
living in rural areas and manufacturing articles of consumption from 
rudimentary goods are able to avoid many expenses. They build their 
own huts, garments and other necessities. Thus in underdeveloped 
countries, relatively fewer goods are channelised through the market, 
and therefore are not included in the national income estimates. 

(c) The computation of national income in terms of money underesti- 
mates the real income. It does not include the real cost of producing an 
article, the effort or sacrifice of leisure foregone in the process of 
production. The income earned by two persons may be the same, but if 
one works for longer hours than the other, there is some justification in 
saying that the real income of the former is underestimated. 

(/) National income estimates fail to measure adequately changes in 
output due to changes in the price level. Index numbers used to measure 
changes in the price level arc simply rough approximations. Moreover 
the price levels vary in different countries. Consumers' wants and 
preferences also differ in each country. Therefore, the national income 
figures of different countries are often misleading and incomparable 
> fc) International comparisons of national income are inaccurate due 
' to exchange rate conversion of different currencies into a common 
currency, i.c.. US dollars. The use of a single currency unit for 
computing the total output of goods and services underestimate Z 
national incomes of underdeveloped countries as rnmr,-, a , ,h 
developed ones. The rates of exchange are prim a S L ^ "« h ,he 

of internationally traded goods. But there are mint a 0 " the pnces 
in underdeveloped countries that are never traded ^ SCmces 
are also priced low. ‘it is contended tin ann o T" 3 ' 10 " 3 ^ and 
can be obtained only when there cx^s an Zw-T V T rcsuI * 
prevailing exchange rates and the relationship^ * CnCC bclween the 
equivalence is unlikely to be achieved for moo „ ‘ nlCrnal P nces The 
of the prevalent use of exchange controls - ln ,i nIr,es “«% m view 
on trade." This makes international compariso^T*'’^ rcstncti °ns 
misleading and superfluous. ns of national incomes 
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country is likely to be understated or overstated due to unreliable and 
erroneous population figures The census data are never accurate in 
such countries. 

(i) Above all, difficulties arise in the definition of income, in the 
differences in concepts used for the computation of national income in 
various countries and calculating the contribution to national income of 
such governmental activities as irrigation and power projects, police and 
military services, etc. 

Despite these limitations, the per capita income is the most widely 
used measure of the level of economic development. 

DEVELOPMENT ECONOMICS IN RETROSPECT 21 

Over the past thirty years, development economics has undergone many 
changes. The emphasis has shifted from growth in GNP pet capita to the 
creation of employment, to redistribution of income, and to basic 
human needs 

GNP Per Capita In the 1950s and 1960s, economic development had 
been identified with the growth of GNP/GNP per capita The United 
Nations in a resolution set the target growth rate of 5 per cent in GNP of 
LDCs for the development decade of the 1960s. To achieve the targeted 
growth rate, economists in the LDCs suggested rapid industrialisation 
along with urbanisation. This view was based on Rostow's thesis of the 
stages of growth, whereby development proceeded along a linear path 
through a number of stages The most important stage which caught the 
fancy of LDCs was the “take-off’ So far as the problems of poverty, 
unemployment, and income distribution were concerned, they were 
given secondary importance It was believed that the gams from the 
growth of GNP would automatically “trickle down" to the poor in the 
form of increased employment and income opportunities 

This linear view was further strengthened by the Nurksian dictum of 
“vicious circles" of low savings, small markets and population press- 
ures It u-as believed that the removal of these vicious circles would set 
free the natural forces which would lead to higher growth. For this. 
Rosenstein Rodnn advocated the Big Push. Nurkse. the Balanced 
Growth. Hirschman, the Unbalanced Growth, and Lcibenstcin. the 
Critical Minimum Effort. But greater emphasis was laid on international 
aid to provide the "missing components" in the form of capital, 
technical know-how, foreign exchange, etc. The rationale behind 
foreign aid was the “two-gap model" and industrialisation via import 

on a paper presented at ihc 4th liars ana Economic A* 
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substitution so that aid might be gradually dispensed with by the 

LDCs. 22 , , • ■ . , 

David Morawetz's estimates show that as a result of the adoption ot 

these development strategies, the GNP per capita of the developing 
countries grew at an average rate of 3.4 per cent per annum during 
1950-75. This was faster than what either the developed countries or the 
LDCs had grown in any comparable period prior to 1950, and exceeded 
both official goals and private expectations. 23 But the growth of GNP 
per capita failed to solve the problems of poverty, unemployment and 
inequalities in such countries. 

The criticism against GNP as an index of economic development had 
been gaining momentum among economists in the 1960s but the first 
public salvo was let loose by Dudley Seers in his presidential address at 
the Eleventh World Conference of the Society for International 
Development held in New Delhi in 1969. He posed the problem thus: 
“The questions to ask about a country's development are therefore: 
What has been happening to poverty? What has been happening to 
unemployment? What has been happening to inequality? If ail three of 
these have declined from high levels, then beyond doubt this has been a 
period of development for the country concerned. If one or two of these 
central problems have been growing worse, especially if all three have, 
it would be strange to call the result 'development' even if per capita 
income doubled." Robert McNamara, the then Governor of the World 
Bank, admitted in February 1970 the failure of the GNP growth rate as 
an index of economic development in the LDCs in these words: “In the 
first Development Decade, the primary development objective, a five 
per cent annual growth in GNP. was achieved. This was a* major 
compUshmcnt. But this relatively high rate of growth in GNP did not 
ng satisfactory progress in the development. In the developing world, 
t the end of the decade: malnutrition is common, infant mortality is 
high, life expectancy is low, illiteracy is widespread, unemployment is 
endemic and growing, the redistribution of income and wealth is 
severely skewed." 


Smce the 1970s, the emphasis has shifted from the growth rate in 
GNP to the quality of the development process; of progressive 
reductum in absolute poverty, unemployment and inequalities All 
those engaged with the development process now give attention to ♦. 
different, though largely complementary, strategics: increasing employ" 
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Employment Creation. During the 1950s and 1960s. the LDCs had 
high rates of growth of industrial production and of economic growth, 
but these growth rates failed to create enough employment. 

It was in 1954 that Arthur Lewis 24 advocated that the problem of 
unemployment in the LDCs would be solved automatically with the 
movement of the subsistence and landless labourers to the higher-wage 
urban capitalist industries This process would increase inequalities in 
the early stages of growth but when the growth process gains 
momentum the rural unemployed workers would be absorbed in the 
modern capitalist sector, and both unemployment and inequalities 
would be removed The Lewis view continued to prevail in the LDCs for 
almost two decades but it failed to solve the problem of unemployment 
due to three reasons' (a) Population and labour force grew at a faster 
rate than expected; ( b ) the gap between the capitalist wage and the 
subsistence wage was much higher than assumed by Lewis due to wage 
differentials and trade union influences in urban areas: and (c) the 
LDCs adopted labour-saving technologies in the urban capitalist sector 
which increased output per man without creating additional jobs 

So employment has become a major policy issue of the LDCs and 
international agencies since the 1970s The emphasis has shifted from 
output or growth approach to income or poverty approach to the 
employment problem which lays emphasis on the quality rather than on 
the quantity of employment Industrial development having failed to 
provide larger employment opportunities, increasing attention is being 
paid on the adoption of employment generating schemes specifically 
directed towards the urban and rural poor so as to increase their 
productivity and incomes 

Income Inequality. In the 1950s and 1960s. the thinking on income 
inequality and development was influenced by Kuznets' U-shaped 
curve * 5 Kuznets suggested on the experience of the developed 
countries that historically there was a tendency for income inequality to 
increase first, and then to be reduced as countries developed from a low 
level Accordingly, it was believed that a high degree of inequality m the 
distribution of income had a favourable effect on economic growth in 
the early stages of development and as development gamed momentum 
its benefits would automatically ‘tncklc down* to the lower income 
groups over the long run So this development approach emphasised the 
maximisation of the growth rate of the economy by building up capital, 
infrastructure and productive capacity of the economy and leaving the 

- 4 \V A Lewis. 'Economic Development wiih Unlimited Supr 1 '” of Labour . 7?>e 
Manchester School. May 195-1 
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distribution of income untouched. It was like riding the horse of 
economic development and leaving the horse of economic equality to 

feed for itself. _ 

Arthur Lewis 26 was the principal supporter of this strategy. He 
outlined the process through which income inequalities led to the 
economic growth of the 19th century England, 19th century Western 
Europe and the early 20th century Japan. He advocated the same for 
the LDCs. He contended that voluntary savings formed a significantly 
large share of the national income only where the inequality of income 
distribution was such that profits were a relatively large share of the 
national income. With development, the modern sector grew faster than 
the traditional sector and the relative share of profits in national income 
also increased. This tended to perpetuate income inequalities. In the 
long run, when employment opportunities increased all-round and the 
traditional sector also developed, the distribution of income would 
stabilise. This was an automatic process and was only a side effect of the 
growth of the economy. 

Despite the inadequacy and non-comparability of data and the 
controversy over the use of the indicators of inequality, a number of 
empirical studies revealed that income inequalities had widened in the 
majority of the LDCs. They convinced the policy makers and 
economists in the LDCs and international organisations that the living 
standards of the very poorest in such countries had declined both in 
absolute and relative terms. 


Basic Human Needs. Dissatisfied with growth, employment and 
income distribution approaches to development, economic thinkers 
have turned towards the “basic human needs” strategy since the 1970s. 
The World Bank’s first mission to an LDC, Columbia, in 1950 had 
stated its objectives in terms of meeting “basic human needs." 

But this objective was not taken due note on account of the 
multiplicity of planning objectives in the LDCs in those early years It 
was, however, at the World Employment Conference of 1976 that the 
ILO espoused the concept of a “basic needs strategy”. But India was the 
first among the LDCs to adopt this in its Fifth Five-Year Plan in 1974 
two years ahead of the ILO declaration. 

Tim basic human needs strategy lays emphasis on providing basic 
material needs m terms of health, education, water, food, clothinT 
she ter. work, etc., as well as non-material needs such as cultural 

human needs to .he poor. I, is arpred ,„a, .he di ra prS' of basic 
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human needs affects poverty in a shorter period and with fewer 
resources than those strategics which aim at increasing the productivity 
and incomes of the poor automatically over the long run through 
capital-intensive techniques. Human resource development in the form 
of education, health and other basic needs leads to a higher level of 
productivity- It is especially so where the people arc rural landless or 
urban poor and have no physical assets except their two hands and the 
will to work. But there is no conflict between economic growth and 
basic needs strategies. Empirical studies by Norman Hicks have shown 
that the basic needs approach to development has been instrumental in 
increasing the growth rate in a number of LDCs . 27 


z, Notman Hvcki, “Growth vt. Bwic Needr Ii There * Tradc-ofT*?. World Dctehp- 
meat, Nov.- Dec , 1979. 



Chapter 2 


CHARACTERISTICS OF AN UNDERDEVELOPED 

COUNTRY 


In order to examine the problems of an underdeveloped country, it is 
useful to have in mind a general sketch of the economy of such a 
country. Though it is difficult to locate a representative underdeveloped 
country on the world map, yet it is possible to focus attention on some of 
its characteristics. 

General Poverty 

An underdeveloped country is poverty-ridden. Poverty is reflected in 
low per capita income. According to the World Development Report, 
1986, 46 per cent of the population of the world in 1984 had GNP per 
capita of $400’or less. On the other hand, 14.0 per cent of the world 
population living in the industrialised countries had GNP per capita of 
$11,430, and only 5 capital surplus oil exporters of West Asia with only 
0.3 per cent of the world population had GNP per capita of $11,250. 
These figures reflect the extent of poverty in developing countries. 

Giving figures for 1984 , the World Development Report pointed out 
vast income disparities among nations. In 1984 , there were 19 very rich 
countries. Of these, countries with population in excess of one million 
were Japan with GNP per capita of $10,630, United States $ 15,320 and 
Switzerland $16,330. But three small capital surplus oil exporters of 
West Asia far exceeded the GNP per capita of the wealthy 19 countries. 
They were United Arab Emirates with GNP per capita of $21,920, 
Kuwait $16,720 and Qatar $19,810. There were the poorest 34 low 
income countries with GNP per capita of $ 400 or less. Of these, 22 were 
the rock bottom countries with GNP per capita of $310 or less, including 
among others China with $310, India $260, Burma $180, Nepal $160, 
and Bangladesh $130. 

However, it is not relative poverty but absolute poverty that is more 
important in assessing such economies. Absolute poverty is measured 
not only by low income but also by malnutrition, poor health, clothing, 
shelter, and lack of education. Thus absolute poverty is reflected in low 
hying standards of the people. In such countries, food is the major item 
of consumption and about 80 per cent of the income is spent on it as 
• com P arcd w‘j» 20 per cent in advanced countries. People mostly take 
cereals and other starches to the total absence of nutritional foods, such 
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as meal, eggs, fish, and dairy products For instance, the per capita 
consumption of cereals in India is 427 grams per day as compared with 
less than 20 0 grams in developed countries. The per capita protein 
consumption in India is 48 grams daily as against 97 grams for the USA. 
As a result, the average daily calorie intake per capita hardly exceeds 
2,000 in underdeveloped countries as compared w ith more than 3,000 to 
be found in the diets of the people of the advanced countries. 

The rest of the consumption of such countries consists mainly of a 
thatched hut and almost negligible clothing People live in extremely 
insanitary' conditions More than 1.200 million in the developing 
countries do not have safe drinking water and more than 1 .400 million 
have no sanitary waste disposal Of every 10 children born, two die 
within a year, another dies before the age of five, and only five survive 
to the age of 40. The reasons are poor nutrition, unsafe water, poor 
sanitation, uninformed parents and tack of immunisation. Services like 
education and health hardly flourish Recent data reveal that there is 
one doctor for 3,690 persons in India, for 10,940 persons in Bangladesh, 
for 30,060 persons in Nepal, and for 1,810 persons m China, as against 
544 persons for the developed countries Most developing countncs are 
expanding educational facilities rapidly Stiff such efforts fall short of the 
manpower requirements of these economics In many low income 
countries about 70 per cent of the primary school age children go to 
school. At the secondary level, enrolment rates arc lower than 20 per 
cent in these countries, while enrolment in higher education hardly 
comes up to 3 per cent Moreover, the type of education being imparted 
to the majority of the school and college-going children is ill-suited to 
the development needs of such countries Thus the vast majority of the 
people in LDCs are ill-fed. ill-clothed, ill-housed and ill-cducatcd. The 
number of people in absolute poverty in LDCs, excluding China, is 
estimated at about 800 million. Half of them live in South Asia, mainly 
in India and Bangladesh; a sixth live in Hast and Southeast Asia, mainly 
in Indonesia; another sixth in Sub-Saharan Africa; and the rest in Latin 
America, North Africa and the Middle East. Poverty is. therefore, the 
basic malady of an underdeveloped country which is involved in 
*mi$cry-go-round ’ Professor Cairncross is justified in saying that the 
underdeveloped countries are the slums of the world economy. 

Agriculture, the Main Occupation 

In underdeveloped countries two-thirds or more of the people hvc in 
rural areas and their mam occupation is agriculiurc There arc four 
times as many people occupied in agriculture in some underdeveloped 

*A K Caimcum. Factors in Economic Dc'-ctopmcnt. j> 15 
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counts as there are in advanced countries. In Ion- income countries 
jjfce India Ksnva. Bangladesh. and Vietnam, more than /I per cent o 
th- ^nulario-.'is enzazed in agriculture wh3e the percentages for the 
S!;, Canada: and W* Germany are 2. 5 and 4 respective*. 
Tris heaw concentration in agriculture is a symptom of poverty. 
Acri culture a' the main occupation. is mostly unproductive. It is 
camied on in an old fashion with obsolete and outdated methods of 
production. The average land holdings are as low as 1 to 3 hectares 
which usually support 10 to 15 people per hectare. As a result, the yield 
from land is precariously low and the peasants continue to live at a bare 
subsistence level. 

Such countries mainlv special ire in the production of raw materials 
and foodstuffs, vet some also specialize in non-agricultural primary 
production, i.e.. minerals. For example. Sri Lanka specializes in tea. 
rubber ana coconut products; Malaysia in rubber, tin and palm oil; 
Indonesia in rubber, oil and tin; Pakistan in cotton; Bangladesh in jute; 
India in tea; and Brazil in coffee. An underdeveloped country is thus a 
primary sector economy. 3esides the primary sector there is the 
underdeveloped secraa'an- sector with a few simple, light and small 


consumer goods industries and an equally underdeveloped tertiary 
sector, i.e.. transport, commerce, banking and insurance sendees. In 
some cf the low- income countries such as Bangladesh. Ethiopia. Nepal, 
Uganda. Ghana and Tanzania the share of agriculture in GDP continues 
to be more than 50 per cent and the share of industry and manufacturing 
less than 20 per cent. 


A Dualistir Economy 

A>--.iOi. a;; underceveiopeo countries have a dualistic economy. On 

tl ar * - 
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market charging very high interest rates on loans and the unorganised 
money market with low interest rates and abundant credit facilities. This 
aggravates economic dualism between the traditional sector and the 
modem industrial sector. 

In many underdeveloped countries, there are foreign-dirccted en- 
claves thus making a triphstic economy. They arc highly capitalistic and 
are found in petroleum, mining and plantations. The native hired labour 
working in these plantations and mines spends a considerable part of its 
wages on imported consumer goods. The standard of living of the 
workers working there differs from that of their brethren living in the 
subsistence sector. 

The dualistic or triplistic nature of the economy is not conducive to 
healthy economic progress. The primary sector inhibits the growth of 
the secondary' and the tertiary sectors by putting a limit on their 
expansion and development. 

Underdeveloped Natural Resources 

The natural resources of an underdeveloped country are underde- 
veloped in the sense that they are either unutilized or underutilized or 
misutilized. A country may be deficient in natural resources, but it 
cannot be so in the absolute sense. Although a country may be poor in 
resources, it is just possible that in the future it may become rich in 
resources as a result of the discovery of presently unknown resources or 
because new uses may be found for the known resources. Thus instead 
of saying that underdeveloped countries are absolutely deficient in 
natural resources, it is more appropriate to say that they have not been 
successful in overcoming the scarcity of natural resources by appropriate 
changes in^echnology and social and economic organization . 2 Generally 
speaking, they are not deficient in land, mineral, water, forest or power 
resources. Africa possesses considerable reserves of copper, lin, 
bauxite, and gold; Asia is rich in petroleum, iron, bauxite, manganese, 
mica and tin; and Latin America’s reserves of petroleum, iron, zinc, and 
copper are immense. The forest wealth of Africa and South America 
still remains unpenetrated and unexplored. Thus underdeveloped 
countries do possess resources but they remain unutilized, underutilized 
or misutilized due to various inhibitions such as their inaccessibility, lack 
of technical knowledge, non-availability of capital and the small extent 
of the market. 

Demographic Features 

UnderdeveloDed countries differ greatly in demographic position and 

*G.M. Meier *Bd E. Baldwin, Economic Darlopmcnt, pp 291-92 



24 The Economics of Development and Planning 

trends Diversity exists in the size, density, age-structure and the rate of 
growth of population. But there appears to be one common feature 
rapidly increasing population which adds a substantial number to 
toL population every- year. With their low per capita incomes and low 
rates P of P capital formation, it becomes difficult for such countnes to 
support this additional number. And when output increases due t 
improved technology and capital formation, it is swallowed up by 
increased population. As a result, there is no marked improvement in 
the living standards of the masses. Warning about the increase in 
numbers, Kcenlcyside writes: “The womb is slower than the bomb but it 
may prove just as deadly. Suffocation rather than incineration may 

mark the end of the human story.” 3 

Almost all the underdeveloped countries possess high population 
growth potential characterized by high birth-rate and high but declining 
death-rate. The advancement made by medical science has resulted in 
the discovery of marvellous drugs and the introduction of better 
methods of public health and sanitation which have reduced mortality 
and increased fertility. Declining death-rates and increasing birth-rates 
give a very high natural growth rate of population. The average annual 
growth rate of population in developing countries is 2 per cent as 
compared with about 0.7 per cent in developed countries. This rapid 
increase in numbers aggravates the shortage of capital in such 
economics because large investments are required to be made to equip 
the growing labour force even with obsolete equipment. 

An important consequence of high birth-rate is that a larger 
proportion of the total population is in younger age groups. The 
percentage of population under 15 years of age is about 40 in developing 
countries, compared with only 20 to 25 per cent in developed countries; 
Moreover, 90 per cent of the dependents are children in LDCs whereas 
their percentage is only 66 in developed countries. A large percentage of 
children in the population entails a heavy burden on the economy which 
implies a large number of dependents who do not produce at all but do 
consume. \\ ith many dependents to support, it becomes difficult for the 

also ^mhl SaVC r f ° r , purposes of inv «tmcnt in capital equipment. It is 
also a problem for them to provide their children with the education and 

:l ,, CCSS, ' ,eS ° f l,fc that arc essential for the country’s economic and 
social progress in the long run. anQ 

Underdeveloped countries have also a shorter life expectance which 
labour force" 1 a' ''“'7°' ,h ” » available* an X, £ 

“ : xr, at t is 51 

U nercas in the developed countries it is 75 years. Low 
L ” r M) G. Hambidgc, p. 9 , 
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life expectancy means that there are more children to support and few 
adults to provide for them which inhibits the rate of economic growth. 

Lastly, in the majority of underdeveloped countries, the density of 
agricultural population is very high in relation to the area of cultivated 
land. In Egypt, in the inhabited area of the valley of the Nile, the 
density of population is 600 persons per sq. km. Though in other 
underdeveloped countries it is much less, yet their density is increasing 
rapidly with the growth of population. The problem is becoming serious 
in the nver deltas of Asia and Afnca and in the density populated 
islands of Malaysia, Indonesia, and Sri Lanka. Shortage of land in 
relation to an excessively large agricultural population leads to 
overcrowding, over-cropping and soil exhaustion thereby impeding 
economic progress* 

Unemployment and Disguised Unemployment 

In underdeveloped countries there is vast open unemployment and 
disguised unemployment. The unemployment is spreading with urba- 
nisation and the spread of education. But the industrial sector has failed 
to expand along with the growth of labour force thereby increasing 
urban unemployment. Then there are the educated unemployed who 
fail to get jobs due to structural ngidities and the lack ot manpower 
planning. With the present average annual growth rate of 4.5 percent in 
urban population, 20 per cent of the labour force m urban -areas is 
unemployed. 

But underemployment or disguised or concealed unemployment is a 
notable feature of underdeveloped countries. Such unemployment is 
not voluntary but involuntary. People are prepared to work but they are 
unable to find work throughout the year due to the lack of com- 
plementary factors. Such unemployment is found among rural landless 
and small farmers due to the seasonal nature of farm operations and 
inefficient land and equipment to keep them fully employed. A person 
is said to be disguised unemployed if his contribution to output is less 
than what he can produce by working for normal hours per day. His 
marginal productivity is nil or negligible, and by withdrawing such 
labourers, farm output can be increased. In the 1950s, economists 
estimated the number of disguised unemployed at 25-30 per cent of rural 
labour force. Now it is agreed that it docs not exceed 5 per cent, even 
though precise estimates are not available. 

There are also other types of underemployed persons in such 
countries. A person is considered to be underemployed if he “is forced 
by unemployment to take a job that he thinks is not adequate for his 
purpose, or not commensurate with his training." Further, there are 
those w ho work full lime in terms of hours per day but earn very little to 



26 The Economics of Development and Planning 

rise above the poverty level. They are hawkers, petty traders, workers 
in hotels and restaurants and in repair shops, etc,, in ur an a • 

SSed unemployed in urban and rural areas are estimated at 

30-35 per cent of the labour force in LDCs. 

Economic Backwardness 

In underdeveloped countries particular manifestations of economic 
backwardness are low labour efficiency, factor immobility, limited 
specialization in occupation and in trade, economic ignorance, values 
and social structure that minimize the incentives for economic change. 

The basic cause of backwardness is to be found in low labour 
productivity as compared with the developed countries. This low labour 
efficiency results from general poverty which is reflected in low 
nutritional standards, ill health, illiteracy and lack of training and 
occupational mobility, etc. 

There is also occupational immobility of labour due to the joint family 
system and the caste system. Certain cultural and psychological factors 
are more dominant than wage rates in determining the supply of labour. 
The joint family system makes people lethargic and stay-at-home. In 
many underdeveloped countries, certain occupations are reserved for 
members of some particular caste, religion, race, tribe or sex. In Latin 
America, cloth making falls within the exclusive jurisdiction of women. 
In India, aJnnitor always belongs to a particular caste. According to 
Stephen Enkc, underdeveloped countries have what might be termed 
r.ilture.” “Primarily, this means that traditional 
,v the full, utilization of human resources. More 
. specifically, . it means that men are less likely to strive for extra 
consumption.” In underdeveloped countries people are mostly illiter- 
ate, ignorant, conservative, superstitious and fatalists. Poverty in such 
countries is abysmal, but it is considered to be God-given, something 
preordained. It is never attributed to personal lack of thrift and 
industry. 

There is extensive prevalence of child labour and women’s status and 
position in society are inferior to men. Dignity of labour is conspicuous- 
y absent. Government jobs, even of a clerical nature, have -more 
prestige than manual work. People are ranked not according to their 
capacity to do a particular job but by age, sex, caste, clan and kinship. 
l governed by customs and traditions. Individualistic spirit is 

und , E 'a h ^ C - V ? arter ,s widcs P read and money economy is hardly 
understood. The value system minimizes the importance of'economic 

incentives, material rewards, independence and rational calculation It 

Baldwin, op. tit.. p . 293. 
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inhibits the development and acceptance of new ideas and objectives 
and fails to compare the costs and advantages of alternative methods to 
•achieve objectives. In short, the cultural value system within many poor 
countries is not favourable to economic achievement and the people 
remain economically backward." 5 • 

Lack of Enterprise and Initiative 
Another characteristic feature of underdeveloped countries is the lack 
of entrepreneurial ability. Entrepreneurship is inhibited by the social 
system which denies opportunities for creative faculties. ‘‘The force of 
custom, 'the rigidity of status and the distrust of new ideas and of the 
exercise of intellectual curiosity, combine to create an atmosphere 
inimical to experiment and innovation." The small size of the market, 
lack of capita], absence of private property, absence of freedom of 
contract and of law and order hamper enterprise and initiative. 

Besides, there exist a few entrepreneurs who are engaged in the 
manufacture of some consumer goods, and in plantations and mines that 
tend to become monopolistic and quasi-monopolistic. They develop 
personal and political contacts with the government officials, enjoy a 
privileged position, and receive preferential treatment in finance, 
taxation, exports, imports, etc. It is they who start new industries and 
thus found individual business empires wh.ch inhibit the growth of fresh 
entrepreneurship within the country. 

The thin supply of entrepreneurs in such countries is also attributed to 
the lack of infrastructural facilities which add to the risk and uncertainty 
of,new entrepreneurship. LDCs lack in properly developed means of 
transport and communications, cheap and regular power supply, 
availability of sufficient raw materials, trained labour, well -de> eloped 
.capital and money markets, etc. 

Further, entrepreneurship is hindered by technological backwardness 
J in underdeveloped countries. This reduces output per man and the 
products are of substandard quality. Such countries do not possess the 
necessary 'technical know-how and capital to evolve their own tcchni- 
| ques which may be output-increasing and labour-absorbing Mostly they 
1 k have to depend upon imported capital-intensive techniques which do 
1 ’ not fit in their factor endowments. 

No wonder, LDCs lack dynamic entrepreneurship which Schumjv^ 
regarded as the focal point in the process of economic dcvclop^*'" 1 

Insufficient Capital Equipment _ v . 

Insufficiency of capital equipment is another general characs^ 1 - — 


’Ibid . FP- 29S-99. 
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such countries. Underdeveloped countries are characterized as “capital- 
poor or low-saving and low-investing" economies. There is not only an 
extremely small capital stock but the current rate of capital formation is 
also very low. In most underdeveloped countries gross investment is 
only 5-6 per cent of GNP whereas in advanced countries it is about 15-20 
per cent. Such low rates of the growth of capital stock are hardly enough 
to provide a rapidly growing population (at 2-2.5 per cent per annum), 
let alone invest in new capital projects. In fact, these countries find it 
difficult to cover even depreciation of capital and replace the existing 


capital equipment. 

The root cause of this capital deficiency is the problem of under- 
saving or. more precisely, that of under-investment in productive 
instruments capable of increasing their rate of economic growth. The 
per capita income being very low, people on the bare edge of 
subsistence cannot save much thereby leaving very little for further 
investment. There are extreme inequalities in the distribution of 


incomes in such countries. But this docs not mean that the volume of 
savings available for capital formation is high. In fact, large savings are 
possible only in the case of 3-5 per cent of the people at the top of the 
income pyramid. Moreover, the persons at the peak of the income 
pyramid are traders and landlords who have a tendency to invest in 
unproductive channels such as in gold, jewellery, precious stones, idle 
inventories, luxurious real estates and money markets abroad etc 
Another reason as to why the saving ratio does not rise with the 

In < ev*'rvh 7°..° in thc lon S run is the “demonstration effect ” 

In every body there is a great urge “to keep up with the Joneses " that is 
to mutate thc standard of livine of m r 
Similarly, there is a tendency on ,h c Zn of n ^ hbmTS - 
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their means.’’ Thus such countries suffer from chronic capital deficiency 
and the factors responsible for this arc not only economic but also 
socio-political in nature. 

Technological Backwardness 

Underdeveloped countries are also in the backward state of technolo- 
gy. Their technological backwardness is reflected, firstly, in high 
average cost of production despite low money wages; secondly, in high 
labour-output and capital-output ratios as a rule, and on the aserage, 
given constant factor prices thus reflecting a generally low productivity 
of labour and capital; thirdly, in the predominance of unskilled and 
untrained workers; and lastly, in the large amount of capital equipment 
required to produce a national output. “Deficiency of capital hinders 
the process of scrapping off the old techniques and the installation of 
modem techniques. Illiteracy and absence of a skilled labour arc the 
other major hurdles in the spread of techniques in the backward 
economy. Thus it may be pointed out that technological backwardness is 
not only the cause of economic backwardness, but it is also the result of 
it.” 

This technological backwardness is due to technological dualism 
which implies the use of different production functions in the advanced 
sector and the traditional sector of the economy. The existence of such 
dualism has accentuated the problem of structural or technological 
unemployment in the industrial sector and disguised unemployment in 
the rural sector Underdeveloped countries are also characterised by 
structural disequilibrium at the factor level which leads to technological 
unemployment. This technological unemployment 3nses from mal- 
allocation of resources, the structure of demand and technological 
restraints. 

Foreign Trade Orientation 

Underdeveloped economies are generally foreign trade-oriented. 
This orientation is reflected in exports of primary products and imports 
of consumer goods and machinery. The percentage share of fuels, 
minerals, metals, and other primary products in the merchandise 
exports of the majority of LDCs. as revealed by the recent World Bank 
data is on the average about 80 per cent. For instance, the share of 
Ethiopia is 99 per cent, of Burma 97 per cent, of Uganda 99 per cent, 
of Indonesia 96 per cent, of Malaysia 80 per cent, Algeria 100 per cent, 
and of Kenya 86 per cent. 

This too much dependence on exports of primary products leads to 
serious repercussions on their economies. Firstly , the economy concen- 
trates mainly on the production of primary exports to th- ««""-iraiJve 
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neglect of the other sectors of the economy. Secondly , the economy 
becomes particularly susceptible to fluctuations in the international 
prices of the export commodities. A depression abroad brings down 
their demand and prices. As a result, the entire economy is adversely 
affected. Lastly , too much dependence on a few export commodities to 
the utter neglect of other consumption goods has made these economies 
highly dependent on imports. Imports generally consist of fuel, 
manufactured articles, primary commodities, machinery and transport, 
equipment, and even food. Coupled with these is the operation of the 
demonstration effect which tends to raise the propensity to import still 
further. 

Of late, there has been a secular decline in the income terms of trade 
(capacity to import) of the. underdeveloped countries so that they are 
faced with the balance of payments difficulties. An underdeveloped 
country's weak export capacity relatively to its strong import needs is 
reflected in its persistent external indebtedness. For instance, the gross 
inflow of public medium and long-term loans to Mexico was 11,163 
million dollars and the repayment of principal was 3,073 million dollars 
in 1982. 


The foreign trade-orientation also manifests itself through the flow of 
foreign capital to underdeveloped countries. It plays a dominant role in 
developing and expanding the export sector. It also controls and 
manages those services which are ancillary to the export sector. In this 
way foreign capital has tended to monopolize its position in certain 
selected fields like minerals, plantations, and petroleum in underde- 
veloped countries. The multi-national corporations (MNCs) from the 
developed countries have spread themselves in developing countries in 
manufacturing, export-oriented plantations, petroleum and mining 
Such a widespread hold of foreign capital drains their resources The 

["Se^r— 1 ^ lyinmaximizin ^ h -^-ttheex P enseof 



Chapter 3 

OBSTACLES TO ECONOMIC DEVELOPMENT 


The basic characteristics of underdeveloped countries discussed in the 
preceding chapter might as well be regarded as the obstacles to 
economic development. Even though the general characteristics of 
underdevelopment are not common to all the underdeveloped coun- 
tries, yet a broad answer to the question ‘why a poor country is poor’ is 
implicit in these characteristics. A number of these characteristics are 
both the cause and consequence of poverty. The following factors 
analyse the mutual causative relationships that inhibit development. 

Vicious Circles of Poverty 

There are circular relationships known as the ‘vicious circles of 
poverty’ that tend to perpetuate the low level of development in LDCs. 
Nurkse explains the idea in these words: "It implies a circular 
constellation of forces tending to act and react upon one another in such 
a way as to keep a poor country in a state of poverty For example, a 
poor man may not have enough to eat; being underfed, his health may 
be weak; being physically weak, his working capacity is low, which 
•means that he is poor, which in turn means that he will not have enough 
to eat; and so on. A situation of this sort relating to a country as a 
whole, can be summed up in the trite proposition. “A country is poor 
because it is poor 

The basic vicious circle stems from the fact that in LDCs total 
productivity is low due to deficiency of capital, market imperfections, 
economic backwardness and underdevelopment. However, the vicious 
circles operate both on the demand side and the supply side. The 
demnnd side of the vicious circle is that the low level of real income 
leads to a low level of demand which, in turn, leads to a low rate of 
investment and hence back to deficiency of capital, low productivity and 
low income. This is shown in Fig. 3.1. Low productivity is reflected in 
low real income. The low level of real income means low saving. The 
low level of saving leads to a low investment and to deficiency of capital. 
The deficiency of capital, in turn, leads to a low level of productivity and 
back to low income. Thus the vicious circle is complete from the supply 
side. It is depicted in Fig. 3.2. The low level of real income, reflecting 

’R. Nur tv. op at , p 4 
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Low Rate of Capital Formation 

The most pertinent obstacle to economic development is the shortage 
of capital. This stems from the vicious circles of poverty analysed above. 
Poverty is both a cause and a consequence of a country's low rate of 
capita! formation. In an underdeveloped country, the masses are 
poverty-ridden. They are mostly illiterate and unskilled, use outmoded 
capital equipment and methods of production. They practise subsistence 
farming, lack mobility and have little connection with the market sector 
of the economy. Their marginal productivity is extremely low. Low 
productivity leads to low real income, low saving, low investment and to 
a low rate of capital formation The consumption level is already so low 
that it is difficult to restrict it further to increase the capital stock. That is 
why millions of farmers in such countries use outmoded and obsolete 
capital equipment. Such small sums as they may be able to save are 
often hoarded in the form of currency or used in purchasing gold and 
jewellery, etc. The inclination to hoard money is due to the absence of 
banking facilities in rural areas No wonder, there is little capital 
formation in underdeveloped countries 

It is the high income group that docs most of the saving in 
underdeveloped countries But these savings do not flow into produc- 
tive channels On the other hand, they arc dissipated “into real estate, 
gold, jewellery, commodity hoards and hoards of foreign or domestic 
currency, money lending and speculation *"* Thus ‘value-retaining’ 
objects and durable consumer goods dominate their expenditure 
pattern. In addition, conspicuous consumption plays an important part 
in their consumption patterns. Consequently, they prefer an imported 
article for its prestige value to an equally good domestic article. 

But what are the main reasons for the lack of incentives to save and 
invest in underdeveloped countries 1 These include “imperfect mainte- 
nance of law and order, political instability, unsettled monetary 

development, or I hey do not interact in the fashion implied He points out th3t if the thesis 
•ere valid innumerable individuals, groups and communities could not have risen from 
poverty lo riches as they have done throughout the world, m both nch and poor countries 
Further, the Ihests is also refuted bv the very existence of developed countries, all of which 
started poor, with low incomes per head and low levels of accumulated capital But they 
have advanced, usually without appreciable outside capital and invariably without 
external grants, which would have been impossible according to the thesis of the vicious 
circle of poverty Moreov er. av the world is a closed system the thesis » inconsistent with 
the phenomenon of development Confuvion arises from failure to distinguish between 
fcwH of saving and rales of saving Thus “(he thesis of the vicious circle of poverty 
postulates either that low average levelv entail rcro rates of change, which i* readily 
refuted by observation, or alternatively that a low level is the same as a zero rate of ch**’F e 
which is a simple error in logic " 

4 R Nurtse. op or , p 2t> 
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the surah extent of the demesne market. The capacity of the domestic 
market to absorb new stmnlies of commourttss is limited due to the low 
rurchasinc newer of the masses. Thirdly . the difficulties of securing 
funds for investment nurposes are also insurmountable. Many manufac- 
turinr activities reruire lame capital-outlays which are difficult to obtain 
cue to the lack of a well-developed capital and stock markets, and credit 
■and banking svstems. Fourthly. the lack ot skilled labour and factor 
mob: If"' enhance the con of production and thereby hamper potential 
Investors. Fifthly, absence or inadeuuacv of basic services like transpor- 
tation. power and water-supply. etc., further reduce the inducement to 
Invest. LastiY. tie entrepreneurial aidin' in itself is a scarce factor in 


most o? the underdeveloped countries. Whatever little entrepreneurship 
is available. that is scared away by high risks involved in investment. 
The traders and merchants are mostly engaged in the export industry 
which consists of primary products. Thus, there is no addition to the real 
stock of capital in these countries. 

In between the low income and high income groups, there is a small 
middle income group. It is mostly engaged in well-established and less 
risky ventures, such as providing marketing and other services. This 
group, though no; lacking in entrepreneurial ability, is reluctant to 
invest in manuiarrunng industries for the reasons which are not far to 
seek. There is the dLnralt) oi obtaining institutional and corporate 
finance, advanced technolog)', trained labour and management. Above 
ail, the difficulties enumerated in the preceding para go together to 
inhibit the growth of capital in such countries? 


Socio-cultural Constraints 

No doubt shortage ot capital is a serious obstacle but it is not the only 
obstacle to economic development. .As Nurkse has said: “Economic 
development has much to do with human endowments, social attitudes 
political conditions and historical accidents. Capital is a necessary but 
not a sufficient condition of progress." 5 Broadlv speaking, underde- 
veloped countries possess social institutions and display such attitudes as 
are not conducive to economic development. According to the UN 
Report on Processes and Problems of Industrialization in Underde- 
veloped Countries there are ‘elements of social resistance to economic 

5 Op. ci:.. p. 1.. 
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change' in underdeveloped countries which include institutional factors 
characterized by ‘rigid stratification of occupations’ reinforced by 
traditional beliefs and values; attitudes involving ‘inferior valuation 
attached to business roles and their incompatibility with the patterns of 
living and concepts of social dignity upheld by the high status groups’ 
and ‘factionalism’ which has been defined as ‘the tendency of the society 
to be divided by caste and class cleavages, ethnic or religious 
distinctions, differences in cultural tradition and social pattern, kinship 
loyalties and regional identification.’ Such factors tend to inhibit social 
and geographical mobility and constitute a drag on progress. The people 
of such countries are averse to accept new values created by the impact 
of innovations 

The family is the primary economic and social unit Family attitudes 
are responsible for population pressures and attachment to land They 
also limit the range of individual freedom in making economic decisions 
which in turn influence the motives to save and invest. Money is 
hoarded or invested in gold, jewellery or in real estate or is spent to 
meet social obligations on ceremonial occasions to maintain status. 
Ostentatious expenditure, better known as conspicuous consumption. 
on the part of the wealthier classes also limits the capacity to save and 
invest. 

In such a society relations are personal or patriarchal rather than 
universal. People are influenced by kinship or status as determined by 
caste, clan or creed. ‘‘It appears to be difficult to disentangle a person's 
abilities and capacities as a worker from his caste, religious beliefs, 
social or geographical origin or other attributes that have little to do 
with his potential contribution to production. Consequently, efficiency 
suffers because special abilities go unused.” 6 Moreover, administrators, 
managers, politicians and policy makers belong to the privileged and 
dominant classes of society. Since such persons do not have the best 
talents, they stand in the way of good government, clean administration, 
and in the efficient working of large-scale enterprises. They lead to 
nepotism, bribery, favouritism and inefficient administration. Bad 
administration whether in private or public enterprise makes economic 
development all the more difficult. 

Social attitude towards education is further mimical to economic 
progress. Purely academic education which trains people for govern- 
ment and other clerical jobs is preferred to technical and professional 
education in such countries. There is prejudice against manual work 
which is despised and ill-rewarded. Consequently, there develops a 
natural distaste for practical work and training that leads to technologi- 
cal backwardness. 

Buchiiun and C Ellis. Approaches lo Eccmorflfc Derck'pm 
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Oriental religions give less inducements to the virtues of thrift and 
hard work. People in such societies regard work as a necessary evil 
rather than a virtue. They place high values on leisure, contentment and 
participation in festivals and religious ceremonies. Thus, money that can 
be usefully invested is dissipated in uneconomic ventures. People do not 
believe that progress is possible through human efforts and man is not 
helpless before the blind forces of Fate. Religious dogmas inhibit 
progress, for they prevent social, economic and political institutions to 
change in a way that is conducive to economic development. As Dr S. 
Radhakrishnan observed, “The qualities associated with the Eastern 
culture make for life and stability; those characteristics of the West for 
progress and adventure." 7 


Agricultural Constraint 

Another obstacle relates to the agricultural, sector. The majority of 
LDCs arc predominantly agricultural. Agricultural production consti- 
tutes a large share of their GDP and agricultural commodities form a 
considerable part of the value of their total exports. “Agricultural 
practices are controlled by custom and tradition. A villager is fearful of 
science. For many villagers insecticide is taboo. . . .A new and improved 
seed is suspect. To try it is a gamble. Fertilisers, for example, are indeed 
a risk. . . .To adopt these untried methods might be to risk failure. And 
failure could mean starvation." 8 It is. in fact, not the behaviour of 
farmers that acts as a constraint on agricultural growth. Instead, the 
constraints are to be found in the environment in which farmers 
operate: the technology available to them, the incentives for production 
and investment, the availability and price of inputs, the provision of 
irrigation, and the climate. The LDCs situated in tropical and 
sub-tropical zones are at a disadvantage in terms of climate. Due to heat 
and torrential rains, their soils arc poor as they contain little organic 
matter. As a result of the environmental factors, agricultural output fails 
to increase to meet the rising demand of the developing economy 
Further, when the growth rate of population is also high, per capita 
agricultural and food output may actually decline instead of increasing 
as was the case with the tow income countries during 1970-80 when their 
per capita agricultural output declined bv 0.4 percent and " , 
food output by 0.3 per cent per vear. Th-it is « L m d per ca P lta 
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major constraint on the sluggish economic growth of LDCs. 

Human Resources Constraint 

Undeveloped human resources are an important obstacle to economic 
development in LDCs Such .countries lack in people possessing critical 
skills and knowledge required for all-round development of the 
economy. The existence of surplus labour in them is to a considerable 
extent due to the shortage of critical skills. Undeveloped human 
resources arc manifest in low* labour productivity, factor immobility, 
limited specialisation in occupation, and in customary values and 
traditional social institutions that minimise the incentives for economic 
development Further, “the economic quality of the population remains 
low when there is little knowledge of available natural resources, 
possible alternative production techniques, necessary skills, existing 
market conditions and opportunities, and institutions that might be 
created to favour economising effort and economic rationality.” Since 
LDCs have a dearth of critical skills and knowledge, physical capital, 
whether indigenous or imported, cannot be productively utilised. As a 
result, machines break down and wear out soon, materials and 
components are wasted, the quality of production falls, and costs rise 

Foreign Exchange Constraint 

Economists like Mymt, Prcbisch, Singer, Lewis and Myrdal maintain 
that certain ‘discqualising forces’ have been operating in the world 
economy as a result of which the gams from trade have gone mainly to 
the developed countries leading to foreign exchange constraint 

After the opening up of underdeveloped countries to world markets, 
there has been a phenomenal rise in their exports But this has not 
contributed much to the development of the rest of the economy of 
these countries, as ihc export sector has developed to the utter neglect 
of the other sectors of the economy On the other hand, too much 
dependence on exports has exposed these economies to international 
fluctuations in the demand for and prices of their products. They have 
become unstable due to cyclical instability and balance of pajmertts 
difficulties. During a depression, the terms of trade become adverse and 
foreign exchange earnings fall steeply As a result, they suffer from 
unfavourable balance of payments But they are unable to take 
advantage of a fall in the prices of their products by increasing their 
exports due to the inelastic nature of supply of their export goods which 
arc mainly agricultural and mineral products. Similarly, they arc unable 
to benefit from a boom in world market. An improvement in their terms 
of trade is not accompanied by an increase in output and employment 
due to market imperfections, inadequate overhead capital and 
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ra! maladjustments. On the contrary, increased export earnings lead to 
inflationary pressure, malallocation of investment expenditure and to 
balance of payments difficulties. 

As a result, there has been a secular deterioration in the income terms 
of trade (or the capacity to import) of LDCs so that they are faced with 
the foreign exchange constraint. This has led to the need for larger 
inflow of aid and foreign investment. Consequently, debt servicing of 
amortisation and interest of debt have risen, income payments of 
dividends and profits on private direct foreign investment have grown, 
and the net inflow of foreign capita! has declined. All these have led to 
further shortage of foreign exchange reserves which acts as a severe 
limitation on the development programmes of LDCs. 



Chapter 4 

FACTORS OF ECONOMIC GROWTH: 
ECONOMIC AND NON-ECONOMIC 

The process of economic growth is determined by two types of factors, 
economic and non-economic. Economic growth is dependent upon its 
natural resources, human resources, capital, enterprise, technology, 
etc. These arc economic factors. But economic growth is not possible so 
long as social institutions, political conditions and moral values in a 
nation do not encourage development. These are non-economic factors. 
We study these economic and non-economic determinants of economic 
growth separately. 


ECONOMIC FACTORS 

Economists regard factors of production as the main economic forces 
that determine growth. The growth rate of the economy rises or falls as 
a consequence of changes in them. Some of the economic factors.arc 
discussed below: 

1. Natural Resources, The principal factor affecting the development 
of an economy is the natural resources or land. “Land* ** as used in 
economics includes natural resources such as the fertility of land, its 
situation and composition, forest wealth, minerals, climate, water 
resources, sea resources etc. For economic growth, the existence ol 
natural resources in abundance is essential. A country which is deficient 
in natural resources will not be in a position to develop rapidly. As 
pointed out by Lewis, “Other things being equal, men can make better 
use of rich resources than they can of poor." 1 

In LDCs, natural resources are either unutilised, underutilised or 
misutilised. This is one of the reasons for their backwardness. The 
presence of abundant resources is not sufficient for economic growth. 
What is required is their proper exploitation. If the existing resources 
are not being properly exploited and utilised, the country cannot 
develop. J.L. Fisher has rightly said, “There is little reason to expect 
natural resource development if people arc indifferent to the products 
or services which such resources can contribute.** 1 This is due to 

*WA Lewis, op at., p 52 

*J L Fisher in Williamson and Butt nek. op at , p. 
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economic backwardness and lack of technological factors. Therefore, 
natural resources can be developed through improved technology an 
increase in knowledge. In reality, as pointed out by Lewis, “the value of 
a resource depends upon its usefulness, and its usefulness is changing all 
the time through changes in tastes, changes in technique or new 
discovery.’’ 3 When such changes are taking place any nation can 
develop itself economically through the fuller utilisation of its natural 
resources. For example, Britain underwent agricultural revolution by 
adopting the method of rotation ot crops between 1740-60. Similarly, 
France was able to revolutionise its agriculture on the British pattern 
despite shortage of land. On the other hand, the countries of Asia and 
Africa have not been able to develop their agriculture because they have 
been using old methods of production. 

It is often said that economic growth is possible even when an 
economy is deficient in natural resources. As pointed out by Lewis, “A 
country which is considered to be poor in resources today may be 
considered very rich in resources at some later time, not merely because 
unknown resources are discovered, but equally because new uses are 
discovered for the known resources.” Japan is one such country which is 
deficient in natural resources but it is one of the advanced countries of 
the world because it has been able to discover new uses for limited 
resources. Moreover, by importing certain raw materials and minerals 
from other countries, it has been successful in overcoming the deficiency 
of its natural resources through superior technology, new researches, 
and higher knowledge. Similarly, Britain has developed without 
non-ferrous metals. 

The means of transport and communications have an important 
bearing on economic growth. Their development reduces the transport 
costs, and increases the external and internal trade of the country. As a 
result, the economy progresses. In countries where road, rail, canals or 
rivers are interconnected with each other, economic growth is encour- 
aged. as has been the case in Britain, France, Germany and the 
Netherlands. 


Tims for economic growth the existence of abundant natural 
resources is not enough. What is essential is their proper exploitation 
through improved techniques so that there is little wastage and thev 
could be utilised for a longer time. 

2 Capital Accumulation. The second important economic factor in 
grovth is capital accumulation. Capital means the stock of physical 
reproducible factors of production. When the capital stock increases 


F " her . in Williamson and Buttock, 
W.A. Lewis, op. cit., p. 52. 
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ith the passage of time, this is called capital accumulation (or capital 
irmation). The process of capital formation is cumulative and 
df-feeding and includes three intcr-relatcd stages: (a) the existence of 
:al savings and rise in them; (b) the existence of credit and financial 
istitutions to mobilise savings and to divert them in desired channels, 
id (c) to use these savings for investment in capita I goods. 

There arc various possibilities of increasing the rate of capital 
cumulation. Since the propensity to save is low in an LDC, voluntary 
ivings will not be forthcoming in sufficient quantities Therefore, the 
bvious way is to resort to forced savings Forced savings reduce 
insumption and thereby release resources for capital formation The 
irious methods of forced savings are taxation, deficit financing and 
orrowing. Nurkse also suggests mobilisation of the disguised uncm- 
(oyed in rural areas for construction works as an important means for 
ipital formation in LDCs Besides, there are external resources in the 
irm of loans, grants and larger exports that can help in capital 
irmation. 

Capital formation is the mam key to economic growth On the one 
and, it reflects effective demand and, on the other hand, it creates 
roductive efficiency for future production Capital formation possesses 
>ecial importance for LDCs Tlie process of capital formation leads to 
le increase in national output in a number of ways Capital 
irmation is essential to meet the requirements of an increasing 
opulation in such economics. Investment in capital goods not only 
iises production but also employment opportunities. It is capital 
irmation that leads to technological progress. Technological progress 
i turn leads to specialisation and the economies of large-scale 
roduction. Capital formation helps in providing machines, tools and 
quipment for the rising labour force. The provision for social and 
conomic overheads like transport, power, education, etc , in the 
auntry is possible through capital formation. It is also capital formation 
iat leads to the exploitation of natural resources, industrialization and 
xpansion of markets which arc essential for economic progress, 
iccording to Lewis, the rate of capital formation in LDCs is 5 per cent 
r less which should be raised to the level of 12 to 15 per cent. The 
stimates of Kuznets reveal that during modern economic growth gross 
apital formation in developed countries was from 11-13 per cent to 20 
er cent and above while net capital formation was from 6 per cent to 
2*14 per cent. 

Again, according to Kuznets, the incremental capital-output ratio 
l COR) has played an important role in modern economic growth. The 
ICOR) reflects productivity of capital. It refers to the additional 
mount of capital required to produce an additional unit of output. In 


The Economics of Development and Planning 


LDCs, the ICOR is high because large investments are made in social 
overhead projects requiring long gestation periods. Moreover, the rate 
of unused capacity in capital-intensive manufacturing industries is high 
due to the non-availability of the complementary factors of production: 
Therefore, efforts should be made to remove such constraints so as to 
lower the ICOR. 

3. Organisation. Organisation is an important part of the growth 
process. It relates to the optimum use of factors of production in 
economic activities. Organisation is complement to capital and labour 
and helps in increasing their productivities. In modern economic 
growth, the entrepreneur has been performing the task of an organiser 
and undertaking risks and uncertainties. The entrepreneur is not a man 
of ordinary ability. He is an economic leader who possesses the ability to 
recognise opportunities for successful introduction of new commodities, 
new techniques, and new sources of supply, and to assemble the 
necessary plant and equipment, management, and labour force and 
organise them into a running concern. He is the kingpin of any business 
enterprise for without him the wheels of industry cannot move. So 
entrepreneurship is an indispensable ingredient in economic develop- 
ment. For instance, the credit for the industrial revolution in England 
goes to the entrepreneurs, and of the economic growth of the United 
States in the 19th century and the mid 20th century to the improvement 
in the quality of management. 

But LDCs lack in entrepreneurial activity. Such factors as the small 


size of the market, capital deficiency, technological backwardness, 
absence of private property and contract, lack of skilled and trained 
labour, non-availability of adequate raw materials and infrastructural 


facilities like transport, power, etc., increase risks and uncertainties. 
That is why such countries lack entrepreneurs. According to Myrdal, 
the Asian countries lack entrepreneurship not because they are deficient 
in capital or raw materials but because they are deficient in persons with 
right attitude for entrepreneurship. The Japanese possess such attitude 
in abundance. This is the reason for Japan’s rapid economic growth and 
inclusion among the developed countries. 

LDCs should create a climate for encouraging entrepreneurship To 
remove market unperfeettons, the existing institutions should be 
improved. Monopolistic institutions should be controlled and curbed 
•ntc knowledge of market opportunities should be increased Taws 
should be passed and strictly enforced for the protection 
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facilitate this process, such financial institutions like the savings banks, 
investment banks, and the complex of brokers, dealers and commercial 
banks that comprise the capital and money markets arc required. The 
government should adopt such monetary and fiscal policies which 
encourage the growth of entrepreneurship. 

The shortage of skilled personnel of various kinds such as workers, 
scientists, technicians, managers, administrators etc., poses a serious 
problem in the success of entrepreneurship in underdeveloped coun- 
tries. It necessitates the setting up of scientific, technological, manage- 
rial, research and training institutes Though management and entre- 
preneurship are two different things in both the private and public 
sectors, yet scientific, technical and managerial personnel arc very- 
important for the success of entrepreneurship. 

Apart from providing economic overhead capital, the stale should 
also help in importing machinery and capital equipment and in evolving 
appropriate technologies in various fields which may be in keeping with 
the factor endowments of the country. 

Facilities to finance such techniques and the supply of raw materials, 
and wider markets will help m increasing the supply of entrepreneurs. 
The provision of all the above noted social, economic and technological 
institutions will push even the latent entrepreneurship in the right 
direciton Moreover, the state can itself assume the role of an 
entrepreneur in key, basic and heavy industnes, and also in certain 
consumer goods industries and service sector in public interest 

4. Technological Progress, Technological changes are regarded as the 
most important factor in the process of economic growth They are 
related to changes in the methods of production w hich arc the result of 
some new technique of research or innovation. Changes in technology- 
lead to increase in the productivity of labour, capital and other factors of 
production. 

Kuzncts traces five distinct patterns tn the growth of technology in 
modem economic growth. They arc- a scientific discovery or an addition 
to technical knowledge; an invention: an innovation: an improvement; 
and the' spread of invention usually accompanied by improvements. 
Like Schumpeter, he regards innovation as the most important 
technological factor in economic growth. In modem economic growth 
the five factors, mentioned by Kuznets. have helped in the development 
of technology. Kuzncts points out that LDCs must import modern 
technology to accelerate their productive capacity in the short run 
because they cannot wait until they themselves invent or modify the 
technology of advanced countries. But as they adopt importer 
technology, they must develop their indigenous technical < 

It is a misnomer that all modem technology is capita!- 
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Advanced countries have also low-cost capital-saving labour-intensive 
productivity-raising technology which can be transferred to developing 

countries. , , . , . , 

LDCs should, therefore, benefit from the vast fund of technical 
knowledge of the advanced countries. However, scientific and industrial 
technology to be useful in an LDC needs careful processing and 
adaptation in accordance with its social, economic and technical 
absorption capacities and requirements. Above all, imported technolo- 
gy requires strong backing of R and D studies of problems arising in 
assimilation, adaptation and improvement in keeping with the factor 
endowments of the country. One of the principal causes in modem 
economic growth has been the spending of high percentages of their 
national income on R and D by the advanced countries. 

5. Division of Labour and Scale of Production. Specialisation and 
division of labour lead to increase in productivity. They lead to 
economies of large-scale production which further help in industrial 
development. They increase the rate of economic development. Adam 
Smith gave much importance to the division of labour in economic 
development. Division of labour leads to improvement in the produc- 
tive capacities of labour. Every labourer becomes more efficient than 
before. He saves time. He is capable of inventing new machines and 
processes in production. Ultimately, production increases manifold. But 
division of labour depends upon the size of the market. The size of the 
market, in turn, depends upon economic progress, that is, the extent to 
which the size of demand, the general level of production, the means of 
transport, etc., are developed. When the scale of production is large 
there is greater specialisation and division of labour. As a result 
production increases and the rate of economic progress is accelerated. 
Larger pecuniary external economies are available and benefits of 
indivisibilities accrue. These indivisibilities are power, transport, etc., 
and their uses lead to industrial progress. Production increases in this 
way and rapid economic growth takes place. 

One of the important factors in modern economic growth has been 
the spectacular development of the means of transport and communica 
tions through such technological changes as railroad, ironclad vessel 
automobile and truck, and more recently the jet airplane and 
supertanker as well as cost-reducing investments, such as the Suez and 
Panama Canals, and the development of specialised and general press 
the radio, ll,e telephone and ielcgraph communications Some ofThe 
developed coumnes havmg vast geographical areas such as the Uni id 
States. Canada and Australia have been able to exmnH th. J } 7 
tmernat and esternat market, through 
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Tlie growth process in an LDC can be accelerated by a widening of 
the market through the adoption of modem means of transport and 
communicattons. To widen both domestic and foreign markets, it 
should also adopt standardisation and grading of its products. Further, 
there should be growth in the scale of firms and changes in the type of 
organisation so that there is greater specialisation and division of 
labour. In other words, economic growth through agricultural and 
industrial development in LDCs should be accompanied by commer- 
cialisation. 

6. Structural Changes. Structural changes imply the transition from a 
traditional agricultural society to a modern industrial economy inv olving 
a radical transformation of existing institutions, social attitudes, and 
motivations Such structural changes lead to increasing employment 
opportunities, higher labour productivity and the stock of capital, 
exploitation of new resources and improvements in technology. 

An LDC is characterised by a large primary sector and a very small 
secondary sector along with an equally small ternary sector Structural 
changes may begin with the transfer of population from the primary to 
secondary and then to tertiary employment. In an over populated 
agriculture-onented economy. 70-80 per cent of the population is 
engaged in the agricultural sector Structural changes involve the 
expansion of the non-agncultural sector so that the proportion of 
population in the agricultural sector is progressively reduced. It implies 
reduction in the size of contribution to net national output by the 
agricultural sector But a decline in the share of the agricultural sector in 
the net national product does not mean a fall in the output of 
agriculture. Rather agricultural output must increase in absolute terms. 
In order to increase agricultural output, radical changes will have to be 
made in the form of land reforms, improved agricultural techniques and 
inputs, better marketing organisation, new credit institutions etc 

When agricultural production increases, it increases money incomes 
in the agricultural sector. This, in turn, expands rural demand for 
consumer goods and agricultural inputs which act as stimulants to the 
expansion of the industrial sector. The industrial sector itself affects the 
agricultural sector. First, the expansion of farm output requires 
improved farm machinery and other inputs manufactured by the 
industrial sector Second, increasing agricultural productivity and 
incomes expand the demand for consumer goods and services available 
in the industrial sector. “The scope for increasing agricultural productiv- 
ity and incomes, in other words, is heavily dependent upon the 
structural transformation of the economy as it affects the growth of 
commercial demand for goods produced, the growth of alternative 
employment opportunities, and the increased quantity of purch 
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inputs available to the agricultural sector. 

Another important aspect of structural changes is the. transfer of 
population from primary and secondary to tertiary employment. 
Tertiary production includes a number of dissimilar services producing 
non-material goods like transport, retail and wholesale distribution, 
education, government and domestic services, etc. With economic 
development the demand for tertiary products increases very rapidly 
because the expansion of the agricultural and industrial sectors is 
dependent largely on the existence of transport, retail and wholesale 
distribution, technical personnel, etc. So the proportion of working 
labour in tertiary occupations rises with economic development. But 
many of the tertiary occupations like railways, motor transport, etc., are 
of high capital intensity and involve substitution of capital for labour on 
a large scale. Thus, in the initial phase of economic growth, tertiary 
occupations fail to absorb large number of people, and the majority of 
workers become “pedlars of all kinds of goods and services requiring 
little or no capital outfit, such as vendors of fruit, newspapers, or else 
car washers, porters, waiters and shop assistants.” This type of 
underemployment is reinforced by disguised unemployment in the rural 
sector. 

An innovation or the opening of a new area may bring about a 
structural change within the economy thereby widening the domestic 
market and creating a foreign market. Technical invention takes place 
in such societies where traditionalism gives way to desire for experi- 
mentation. “Apart from the build-up of economic overhead capital, 
such as a communications and transport system and investment in 
harbour facilities, some warehouses and similar installation favouring 
especially foreign trade, most of the innovations introduced during the 
preparatory period are based upon changes in the institutional 
arrangements in the legal, educational, familial, or motivational orders. 
Once these new institutions have been created, they operate as ‘gifts 
from the past,’ contributing freely to the vigorous spurt of economic 
activity in the period of take-off. What is perhaps most important about 
the structural changes taking place during the take-off period is the 
adaptation of previously existing institutions for new ends, especially for 
capital formation .” 4 ’ F 3 


However, those structural changes which affect technical skills 
administrative and entrepreneurial activities and the supply of canital 
are more important. The need for capital requires the existence of 
financ.nl mst.tutions through which savings can be collected and 


'‘Bert F. Hosclitz. 
1957. 
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canalized into productive channels. To facilitate this process, sucl 
financial institutions like the savings banks, bond and stock exchanges 
investment banks and complex of brokers, dealers and commcrcia 
banks that comprise the money market arc required. 

The shortage of skilled personnel of various kinds such as scientists 
managers, engineers, administrators, etc., poses a serious problem ir 
LDCs. It. requires the setting up or scientific, technological am 
managerial research and training institutes in the take-off stage. Foi 
instance, the practice of Dutch studies under the Tokugawa and thi 
adoption of Western techniques and research facilities in science anc 
technology resulted in far-reaching institutional changes which pavee 
the way for Japan's rapid progress. But the basic problem is to increast 
the supply of entrepreneurs which depends not on a set of particulai 
institutions but upon a whole senes of environmental conditions anc 
appropriate personal motivations. Social and economic conditions musi 
be conducive to the exercise of entrepreneurial abilities. Public pohcic< 
should provide economic overhead capital and favourable monetary and 
fiscal incentives Technological advance and facilities to finance 
innovations will increase the supply of entrepreneurship and so will the 
mobility of resources and wider markets. 

According to Kuzncts, these structural changes are accompanied by 
growth in the scale of firms and changes in the type of organisation 
within sectors such as manufacturing and trade, from small incorporated 
firms to the large corporate unit with the rapid shifts m industrial 
structure and rapid change in technology. There arc also rapid shifts in 
allocation of output among types and sizes of producing firms, and 
consequently in the allocation of labour force There is high interindus- 
try, interstatus and mteroccupational mobility of the labour force 
among employees from blue to white-collar jobs, from less to more 
skilled occupations and from small to large enterprises 

NON-ECONOMIC FACTORS 

Non-economic factors influence economic growth along with economic 
factors. According to Nurksc. “Economic development has much to do 
with human endowments, social attitudes, political conditions and 
historical accidents "Therefore, social, cultural, psychological, human, 
political and administrative factors arc as much important as economic 
factors in economic development. As pointed out by Cairncross, 
•"Development is not just a matter of having plenty of money nor is ir 
purely an economic phenomenon. It embraces all aspects of social 
behaviour; the establishment of law and order, scrupulousness in 
business dealings, including dealings with the revenue authorities; 
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relationships between the family, literacy, familiarity with mechanical 
gadgets and so on.” 5 We study the essential non-economic factors 
below. 

1. Social Factors 

Social attitudes, values and institutions also influence economic 
growth. The term “attitude” means the totality of beliefs.and values that 
cause human behaviour to be what it is. The term “values” refers to 
motivations of human behaviour towards particular ends. 

Modern economic growth has been influenced by social and psycholo- 
gical factors. Western culture and education led to reasoning and 
scepticism. It inculcated the spirit of adventure which led to new 
discoveries and inventions and consequently to the rise of the new 
mercantile classes. These forces brought about changes in social 
attitudes, expectations, and values. People cultivated the habits of 
saving and investment, and undertook risks to earn profits. They 
developed what Lewis calls, “The will to economise,” to maximise 
output for a given input. As a result, the European countries 
experienced the Industrial Revolution in the 18th and 19th centuries. 
Economic and religious freedom brought about further changes in social 
attitudes and values. Single family unit took the place of joint family 
system which further helped in modern economic growth. 

In LDCs there are such social attitudes, values and institutions which 
are not conducive to ecomomic development. Religion gives less 
inducements to the virtues of thrift and hard work. People are fatalists 
and therefore are not hard working. They are influenced more by 
traditional customs and place high values on leisure, contentment and 
participation in festivals and ceremonies. Thus social attitudes stand in 
the way of development when money is wasted on non-economic 
ventures. Moreover, the joint family is the primary social and economic 
unit. It prevents people from taking independent economic decisions, 
breeds lethargy, and encourages growth in numbers. In such societies 
relations are personal or patriarchal. People are influenced by caste, 
clan or creed at the social level. 

These social attitudes, values and institutions should be changed or 
modified for economic development to take place. Social organizations 
like the joint family, caste system, kinship, and religious dogmas should 
be modified so that they may be more favourable to development. But it 
is not an easy task. Any social change will bring discontentment and 
resistance in its wake. It may, therefore, adversely affect the national 
economy. Therefore, all socio-cuttural changes should be selective. 

■'A.K. Cairncross. op. cit ., p. 26 . 
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They should be introduced by stages. Persuasion 3nd not coercion 
should be the method. Education and demonstration can do a lot in this 
direction. Popular education leads to popular enlightenment and opens 
the way to knowledge. It opens men's mind to new methods and new 
techniques of production It creates self-discipline, power to think 
rationally and to probe into the future Emphasizing the importance of 
education in economic development. Caimcross writes: "No country 
can count itself developed, in which education in the way of industrial 
civilization has not taken place Peasants have to be brought within the 
monetary economy and not left to pursue subsistence farming, workers 
have to become used to working fixed hours in factories for wage 
payments; towns have to grow, and so banks and business enterprises, 
the fruits of science have to be applied throughout the economy. Above 
all, there must emerge as a continuing clement in the life of the country, 
a group of business, administrative and political leaders who can be 
depended upon to maintain the momentum of development by constant 
innovation.” 

Certain races have higher tendencies to develop than others, such as 
Punjabis and Parsecs m India, and Negroes in America and Brazil. For 
development, it is essential that races should nor be kept aloof from 
each other Rather, they should be intermixed so that there is a union of 
cultural values and racial qualities But such measures require lot of 
patience. The society’s structure is transformed by such racial changes 

The - UN Report on Economic Development of Undrdcvcloped 
Countries laying emphasis on changes in social attitudes, values and 
institutions observes that without painful adjustments rapid economic 
development is impossible. Old ideas will have to be dispensed wnh, old 
institutions will have to be dispensed with, the bonds of caste, religion 
and race will have to be broken. But the process of change should be 
evolutionary rather than revolutionary. Otherwise, radical changes in 
social attitudes and values wall bring about dissatisfaction, discontent- 
ment and violence in their w-akc and retard the path to economic 
development. 

Myrda! in his Asian Drama advocates the adoption of “modernisation 
values” or “modernisation ideals” for the rapid economic development 
of LDCs. Modernisation means “the social, cultural and psvchological 
framework which facilitates the application of tested knowledge to all 
phases and branches of production " The modernisation ideals include, 
first, rationality in thought and action through a deliberate cultivation of 
scientific attitude and application of modern technology in order to 
increase productivity, raise levels of living, and bring about social and 
economic equalisation. As pointed out by Jawaharlal Nehru. “The test 
of a country's advance is how far it is utilising modern techniques 
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Modem technique is not a matter of just getting a tool and use it. 
Modern technique follows modern thinking.” 

But the desire to better their lot and the initiative to make material 
progress must arise among the nationals of the country. Development 
must be willed by the country itself; it cannot be implanted from 
outside. External forces should stimulate and facilitate the national 
forces. They should supplement and not supplant them. Foreign aid can 
only initiate or stimulate development; it cannot maintain it. Develop- 
ment will falter in the absence of sufficient internal motivation. Unless 
the momentum of development comes from within the economy, the 
initial initiative to development will be dissipated and shortlived. As 
Cairncross puts it “Development is impossible if it does not take place in 
the minds of the men.” It is, therefore, imperative that if the process of 
economic growth is to be cumulative and -longer lasting, the forces of 
development must be firmly rooted within the domestic economy. 

Modernisation ideals also require change in institutions and attitudes 
‘in orer to increase labour efficiency and diligence, effective competi- 
tion, mobility and enterprise; permit greater equality of opportunities; 
make possible higher productivity and well-being and generally promote 
development’. The barriers of caste, colour, religion, ethnic origin, 
culture, language, and provincial loyalties should be broken down, and 
property and education should not be so unequally distributed as to 
represent social monopolies. All this is possible through changes in 
social institutions and attitudes of the people by spreading education 
and knowledge. People should be aware of the objectives before them 
and the ‘will’ to attain them. But where the social set-up is influenced by 
rigid caste and joint family systems, there is little individual freedom 
and professional mobility. As a result, people have little incentive to 
work more, earn more and save more, and have a backward sloping 
curve of effort and risk taking. For development, therefore, such social 
institutions and attitudes should be changed which stand in the way of 
free society and free competition. For instance, Myrdal views the 
various land reforms in India as attempts to break up the caste system so 
as to eradicate social monopolies and barriers to free competition. 

Modernisation ideals with regard to attitudes are called by Myrdal as 
the creation of the “new man” or the “modern man”, the “citizen of the 
new state’ , the “man in the era of science”, the “industrial man" This 
implies change in attitudes so that people have efficiency, diligence 
orderliness, punctuality, frugality, scrupulous honesty, rationality in 
decisions on action, preparedness for change, alertness to opportunities 
as they arise in the changing world, energetic enterprise, integrity and 
self-reliance, cooperativeness, and willingness to take the long view. 

Changes in attitudes towards modernisation lead to development of 
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the agricultural, industrial and tertiary sectors of the economy. But the 
development of these sectors is not possible without entrepreneurship. 
According to Myrdal, LDCs lack entrepreneurship not because they arc 
deficient in capital or raw materials but because they are deficient in 
persons with right attitude for entrepreneurship. E. Hagen in his On the 
Theory of Social Change ( 1962) ascribes the lack of entrepreneurship to 
the childhood environment in the traditional society which creates 
tensions, anxieties, and rage among adults. They suffer from “respect 
withdrawal" and develop "retreatism" as the dominant personality trait. 
According to f lagen, it is over a very long period of several generations 
that there develops a class of entrepreneurs with "need achievement" 
motivation. Such psychological attitude emerges when a generation of 
fathers demand achievement or do not stand in the way of achievement, 
and mothers play a supporting role in encouraging activity on the part of 
infants. 

McClelland in the Achieving Society (1961 ) propounds the view that 
the growth of entrepreneurship depends on the need for achievement 
motivation. According to him, n-Ach (n-achicvement) is a relatively 
stable personality characteristic rooted in experiences in middle 
childhood. Variations in n-Ach levels were correlated with the stones in 
children’s textbooks, and it was found that n-Ach was very high in the 
United States of America SO or 90 years ago. It is the highest in Russia 
and China now. It is rising in such developing countries as Mexico and 
Nigeria. He attributes high n-Ach in these countries to ideological 
reform hypothesis, to Protestantism in Europe and America, to zealous 
Communist ideology in Russia and China, and to the spirit of 
nationalism in the developing countries. 

McClelland along with David Winter conducted experiments in 
Kakinada town of Andhra Pradesh in India and revealed that neither 
money nor caste nor traditional beliefs played an important part in the 
n-Ach factor in the emergence of entrepreneurship there. It was found 
that those who were trained in the Small Industries Extension Training 
Institute at Hyderabad in 1964-65 for a two-week motivation program- 
me displayed a more active entrepreneurial behaviour later on. Thus, 
attitudes, motivations and environment should all combine to promote 
entrepreneurship for economic development. 

2. Human Factor 

Human resources have been an important factor in modem economic 
growth. Economic growth docs not depend on the mere size of human 
resources but on their efficiency. According toKuznets, the population 
of Europe increased by 433 per cent between 1750-1950 while the 
population of the remaining world increased by 200 per cent over the 
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period. Whereas population increased five-fold in European and now 
developed countries there was ten-fold increase in their GNP per capita. 

Such a phenomenal increase in their GNP per capita is attributed to 
the development of the human factor which is reflected in the increased 
efficiency or productivity of their labour force. This is called human 
capital formation. This “is the process of increasing knowledge, the 
skills, and the capacities of all people of the country.” It includes 
expenditure on health, education and generally on social services. 
Denison’s estimates reveal that the expenditure incurred on education 
in the United States between 1929-57 contributed 23 per cent to its gross 
national output. According to Soloman Fabricant, the increase in the 
total national product of the United States through increase in physical 
capital between 1889-1957 equalled the increase through higher labour 
productivity. 

But rapidly increasing population is a great hindrance to the economic 
development of LDCs. With their low per capita incomes and low rates 
of capital formation, it becomes difficult for them to support the 
increase in population. And when output increases due to improved 
technology and capital formation, it is swallowed up by the increase in 
numbers. As a result, there is no improvement in the real growth rate of 
the economy. 

A proper use of human resources can be made for economic 
development in the following ways: First, there should be control over 


population. Human resources can be utilized best if the size of, 
population is controlled and reduced. This requires family planning and 
research on population control so as to bring down the birth-rate. 
Second . there should be change in the outlook of the labour force. The 


social behaviour of the labour force is important in the process of 
economic development. To increase labour productivity and the 
mobility of labour there should be change in the outlook of the people 
so that they should imbibe the importance of dignity of labour. This 
requires changes in institutional and social factors. Such changes depend 
upon the spread of education. It is the educated and trained labour force 
with high productive efficiency that leads to rapid economic develop- 
ment. Thus the most important requirement of rapid industrial growth 
is people. People ready to welcome the challenge of economic change 
and the opportunities in it. People, above all, who are dedicated to the 
economic development of their country, and to high standards of 
honesty, competency, knowledge and performance.” 


3. Political and Administrative Factors 
Political and administrative factors also helDed in nwHom 

Urn economic growth of Britain, <££," StSSXS 
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Japan and France has been cue to their political stability and strong 
administration since the 19th century'. With the exception of the United 
States, they were directly involved in the two World Wars and were 
devastated. Still they have continued to progress on the strength of their 
political and administrative traditions. On the other hand, Italy has not 
been able to grow up to their level due to political instability and corrupt 
and weak administration Peace, protection and stability have encour- 
aged the development of entrepreneurship in developed countries, 
along with the adoption of appropriate fiscal and monetary policies by 
the governments from time to time. 

The weak administrative and political structure is a big hindrance to 
the economic development of LDCs A strong, efficient and incorrupt 
administration is, therefore, essential for economic development. 
Professor Lewis rightly observes: “The behaviour of government plays 
an important role in stimulating or discouraging economic activity." 
Peace, stability and legal protection encourages entrepreneurship. The 
greater the freedom, the more the entrepreneurship will prosper. 
Technical progress, factor mobility and large size of market help 
stimulate enterprise and initiative. But the former can only take place 
under clean administration and stable political conditions Similarly, a 
good government can help in capital formation by adopting the right 
monetary and fiscal policies, and by providing timely overhead capital 
facilities. Thus "a government must offer society the services if it desires 
to stimulate economic development: order, justice, police and defence; 
rewards commensurate with ability and application in production; 
security in the enjoyment of property which may be of extremely varied 
character; testamentary rights, the assurance that business covenants 
and contracts will be kept, the provision of standards of weights, 
measures and currency and the stability of governmental system itself, 
to maintain the sense of order and future calculability of expectations 
and duties." In this way, clean and strong administration full of justice 
stimulates economic development. As rightly pointed out by Lewis, “No 
country has made progress without positive stimulus from intelligent 
governments." 

All LDCs have emerged as independent nations from the colonial 
rule. But independence has not necessarily led to national consolida- 
tion. Myrdal regards national consolidation as “a pre-condition both for 
the preservation of the states as a growing concern and for its efficient 
functioning as a matrix for the effective formation and execution of 
national policies, that is. for planning." By national consolidation he 
means “a national system of government, courts and administration that 
is effective, cohesive, and internally united in purpose and action, with 
unchallenged authority over all regions and groups wit^" * h '’ hound- 
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Chapter 5 

MEANING AND CHARACTERISTICS OF MODERN 
ECONOMIC GROWTH 


MEANING 

Modem economic growth refers to the development of the developed 
countries of Western Europe, the United States, Canada, Australia and 
Japan. 

Professor Simon Kuznets in his Nobet Memorial Lecture defined 
economic growth “as a long-term rise in capacity to supply increasingly 
diverse economic goods to its population, this growing capacity based 
on advancing technology and the institutional and ideological adjust- 
ments that it demands." 1 This definition has three components: First, 
the economic growth of a nation is identified by the sustained increase in 
the supply of goods. Second, advancing technology is the permissive 
factor in economic growth which determines the growth of capacity in 
supplying diverse goods to the population Third, for an efficient and 
wide use of technology and its development, institutional and ideologic- 
al adjustments must be made to effect the proper use of innovations 
generated by advancing stock of human knowledge For example, 
modern technology is incompatible with the rural mode of life, the large 
and extended family pattern, family enterprise and illiteracy. 

CHARACTERISTICS OF MODERN ECONOMIC GROWTH 

Modern economic growth marks a distinct economic epoch Professor 
Simon Kuznets has pointed out six characteristics of modem economic 
growth that have emerged in the analysis based on national product and 
its components, population, labour force, and the like. Of the six. two 
characteristics arc quantitatixc that relate to national product and 
population growth, two relate to structural transformation, and two to 
international spread. We discuss them one by one 

1. High Rates of Growth of Per Capita Product and Population 

Modern economic growth, as revealed by the experience of the 

'In his earlier book Modern Cconomrc Crtr» th. IW, he defined economic growth “« a 
sustained increase in per capita or per worker product, mewl oficn accompanied by #n 
increase in population and usually by sweeping structural chances " 
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developed countries since the late eighteenth or early nineteenth 
century, is characterised by the high rates of increase in per capita 
product accompanied by substantial rates of population growth. The 
extremely high rates of increase are at least five times as high for 
population and at least ten times as high for production as observable in 
the past. 

Professor Kuznets has shown that the rates of population growth of 
thirteen countries, excluding France, have been high in modem times 
than in pre-modem times. Leaving France with a population increase of 
2.5 per cent per decade, the rates of population growth range from 6-7 
per cent for UK, Sweden, Italy, and the USSR, to S per cent for 
Switzerland and Norway, to 10-14 per cent for Denmark, West 
Germany, Japan and the Netherlands, and to 19-24 per cent for Canada, 
the United States and Australia. 

The decade rates of growth in per capita product of all these 
developed countries, except Australia with 8 per cent decade rate, are 
above 13 per cent. They range from 13.5-14.1 per cent for the 
Netherlands and the UK, to 16-19 per cent for Switzerland, the United 
States, France, West Germany, Canada, Italy, Noway and Denmark, 
and to above 26 per cent for Japan, 28.3 per cent for Sweden and 43.9 
per cent for the USSR. 2 

“That modem economic growth meant a striking accelerated rise not 
only in product per capita but also in population does not imply that the 
latter was a necessary condition for the former. . . .In some countries 


high rates of growth in per capita product were accompanied by high 
rates of population increase, and in others by low rates.*’ 3 For instance, 
rate of growth of population per decade in the USSR was low (6.9 per 
cent) but the rate of increase in per capita product was the highest, 43.9 
per cent. Similar was the case with the UK, Sweden and Italy with low 
per decade population growth rates of 6.1, 6.7 and 6.8 per cent while 
their per capita product growth rates per decade were 14 1 3 and 

18.7 per cent respectively. If we were to take France, its per capita' 
growth rate was 14.1 percent against the population increase rate of 2.5 
per cent. On the other hand, high population growth rates of '’l 6 ner 
“V 9 -’ P" United Slates and' Canada 

™ h h ’f h P“ “p,ta product growth rates of 17.2 per cent and K ttcr 
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and prevent a simple association between it and growth in per capita 
product, and population growth itself may have both expansive and 
depression effects on the increase in per capita product that differ in 
their weight in conjunction with other factors.’* 4 

High rates of growth of per capita product and population imply high 
rates of increase in total product. During periods of modem economic 
growth, the rate of growth per decade in total product was the highest 
(53.8 per cent) for the USSR followed by the USA (42.5 per cent), 
Japan (42 per cent) and Canada (40.7 per cent). It was the lowest for 
France (20.8 per cent) and the UK (21.1 per cent). The growth rates of 
total product of other countries ranged between 21 and 40 per cent. The 
divergences between these growth rates “result in enormous multiplica- 
tion of the total magnitude of performance, a decadal rate of growth of 
20 per cent means a multiplication in a century to over 6 times the initial 
level; a rate of 50 per cent means a rise to about 58 times the initial 
level.** 5 

Talcing the non-communist developed countries as a whole, the rates 
of growth per year over the period of modem economic growth, were 
almost 2 per cent for per capita product, 1 per cent for population and 3 
per cent for total product. These rates roughly mean a multiplication 
over a century by five for per capita product, by three for population, 
and by more than fifteen for total product. 6 

2. The Rise in Productivity 

Modem economic growth is characterised by a rise in the rate of per 
capita product due primarily to improvements in the quality of inputs 
which led to greater efficiency or rise in productivity per unit of input. 
This is traceable either to an increase in input of resources of labour and 
capital or to an increase in efficiency, or to both Increase in efficiency 
implies greater output per unit of input. According to Kuznets, we find 
that the rate of increase in productivity is large enough to account for 
almost the entire growth of product per capita in the developed 
countries. Even with adjustments to allow for hidden costs and inputs, 
growth in productivity accounts for over half of the growth in product 
per capita. 

The growth of national product h3$ been due to the enormous 
addition to population which led to a large increase in labour force. The 
increase in national product in turn led to a considerable increase in 

< S. Kuznets. Modem Economic Gro+lh, 1966 Data in this chapter are mostly based on 
this study 

*/Wd 

*S Kuznets. Economic Gronth of Sabom- ToUl Output and Froductioo Structure. 
1971 . 
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capita! accumulation and hence in reproducible capital. The proportions 
of labour force to total popualtion showed an upward trend for all 
developed countries except Switzerland, Italy and Australia. It was the 
highest for Denmark (29.4%), followed by the United States (25.2%), 
Canada (18.3%), Belgium and Germany (15.8%), Sweden (14.6%) and 
Great Britain (13.1%). “This rise may have been due to a shift in the 
age structure of the population in favour of working ages, associated 
with declines in birth rates and in the proportions of population below 
working age; or to increasing participation of women in gainful 
occupations. ..and of the lowering of the age of retirement. Whatever 
the reason, the proportions of gainfully occupied to total population 
increased.” 

But economic growth of developed nations has been accompanied by 
the long-term decline in number of man-hours per capita. This tendency 
reflects increase in efficiency or productivity. Leaving the exceptional 
case of Italy where man-hours per capita declined by 7.5 per cent per 
decade, the overall decline in man-hours per capita per decade for all 
other developed countries ranged between 1.1 per cent for Great 
Britain, 2 to 2.4 per cent for Belgium, Germany, Denmark, Sweden, 
Norway and the United States, 2.8 to 3.5 per cent for Canada, France 
and Australia, and 4.1 per cent for Switzerland and 4.5 per cent for 
Netherlands. 

The contribution of capital input to rise in product per capita can be 
assessed by the trends in the capital-product ratios. The ratio of 
reproducible capital to national product rose by 11 per cent in the 
United States (between 1850-1950), 9 per cent in Great Britain 
(between 1865-1933) and by 7 per cent in Japan (between 1905-35). On 
the whole, the incremental capital-product ratio rose from 1.6 per cent 
in the late 19th century and early 20th century to 3. 1 per cent in the 20th 
century for all developed countries. 

Further, the net domestic incremental capital-output ratios rose from 
2.6 to 3.6 for Sweden, from 4 to 5.1 for Norway, from 2.4 to 2.8 for 
Denmark and from 2.9 to 5 for Australia between the second half of the 
19th century and the first half of the 20th century. 

3. High Rate of Structural Transformation 

Structural transformations in modern economic growth include the 
shift away from agriculture to non-agricultural activities and from 
int ustry to services, a change in the scale of productive units, and a 
related shift from personal enterprises to impersonal organization of 

oUabom^ 1 ™' WUU 3 C ° rrcSponding chan S c in the occupational status 

The share of the agricultural sector in total product declined in all 
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developed countries except Australia. In the ease of Great Britain* it 
declined from 22 per cent in 1841 to 5 per cent in 1955; from 42 per cent 
between 1872-82 to 9 per cent in 1962 for France; from 49 per cent in 
1879 to 9 per cent between 1939-48 for United States; and from 63 per 
cent between 1878-82 to 14 per cent in 1962 for Japan Thus by the end 
of the long periods the share of this sector in total product was less than 
10 per cent in the ease of UK. France. Germany. Netherlands and the 
USA, while it ranged between 10 to 26 per cent in Denmark. Norway, 
Sweden. Italy. Canada, Australia. Japan and the USSR. 

On the other hand, the share of the industrial sector rose to more than 
50 per cent by the end of the long periods for Great Britain (56%). 
France (52%), Germany (52%). Netherlands (51%). Noway (53%), 
Sweden (55%), and the USSR (58%). while it ranged between 22 to 49 
per cent for Italy (22%). Australia (30%). United States (42%). 
Denmark (48%), Canada (48%). and Japan (49%) 

So far as the movements in the share of the services sector arc 
concerned, they arc neither marked nor consistent among countries. 
The share of the services sector declined in Sweden and Australia while 
it rose in Canada and Japan. In other countries, the trend on balance 
was too small to be significant 7 

The rapidity of structural transformations in modern economic 
growth can also be illustrated by the changes in the distribution of 
labour force among the three major sectors By the end of the long 
periods of growth, the share of labour force attached to the agricultural 
sector was 5 per cent in Great Britain. 12 per cent in the USA. 17 per 
cent in Australia. 19 per cent in Denmark. Sweden and Canada, 20 per 
cent in Switzerland and France, and 25 per cent in Norway But it was 
high in Japan (33 per cent), and the USSR (40 per cent) Consequently, 
the share of labour force attached to the industrial sector ranged 
between 40 to 58 per cent for all countries, except Japan and the USSR, 
the latecomers in the field of industrialisation But the share of the 
services sector in total labour force either remained constant or changed 
relatively little in Great Britain. Belgium, the Netherlands. Sweden and 
Australia. But, there was marked absolute and rclamc rise in 
Switzerland, Denmark. Norway. Italy, the United States. Canada. 
Japan and the USSR. 

The intersectoral shifts were accompanied by growth in the scale of 
firms and changes in the type of organisation within sectors such as 
manufacturing or trade, from small incorporated firms to the large 
corporate units with the rapid shifts in industrial structure and rapid 
change in technology There were also rapid shifts m allocation of 
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product among types and sizes of producing nrms, and consequently in 
the allocation of labour force. There was high interindustry, interstatus 
and interoccupational mobility of the labour force among employees 
from blue-to white-collar jobs, from less to more skilled occupations 
and from small to large enterprises. 8 


4. Urbanisation 

Modern economic growth has been characterised by the movement of 
an increasing proportion of the population in developed countries from 
rural areas to urban areas. This is urbanisation. Urbanisation is largely a 
product of industrialisation. The economies of scale arising from 
non-agricultural pursuits as a result of technological changes led to the 
movement of a large proportion of labour and population from the rural 
to the urban areas. As the technical means of transportation, com- 
munication and organisation grew more effective, there was the spread 
of increasing optimum scale units. All these processes affected the 
grouping of population by social and economic status and transformed 
the basic pattern of life. The effects of urbanisation on modem 
economic growth of developed nations led to the decline in birth-rate 
and the shift toward the small family. It brought people together from 
different rural areas who initiated and learnt from each other and from 
those already living in towns. It facilitated the development of 
impersonal relations of modern life and also taught cooperation. Above 
all, it created conditions for the intense intellectual activity associated 
with modern civilisation, and thereby created favourable conditions for 
the increase in knowledge. 9 


Besides, urbanisation affected the level and structure of consumer 
expenditure in developed countries in three ways, according to 
Professor Kuznets. First, urbanisation led to an increasing division of 
labour, growing specialisation, and the shift of many activities from 
non-market oriented pursuits within the family or the village to 
specialised market-oriented firms. “Much food processing, tailoring 
dress-making, and even building and repairing of houses, was one time 
done within the household or by communal efforts within the village- 
and today a large part is performed by business firms within the 
urbanised modern society.” Second, urbanisation made the satisfaction 
of an increasing number of wants more costly. Urban life became 
costlier because of congestion and overcrowding This created difficuh 
tics of housing, sanitation, water, intracity and city transportation and 
S , mlia r baste an.cn, bes ,l,c cities. Those arc the extra cosB o” urban 
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life which increased consumer expenditure on different types of 
consumer goods. Third, the demonstration effect of the city life led to 
imitation of consumption patterns by the large immigrants, which led to 
increased consumer expenditure. 10 

5. The Outward Expansion or Developed Countries 

The growth of developed countries has been most unequal. Modem 
economic growth occurred in some nations earlier than it did in others. 
This was due largely to differences tn historical background and 
antecedents. Thus when modem science and knowledge developed. 
Industrial Revolution occurred first in England in the second half of the 
I8th century and later on, it spread to other countries of Europe. 
Modem economic growth was concentrated in European countries and 
their offshoots overseas until the entry of Japan, in the late 19th century’ 
and of the USSR in the 1930s 

The outward expansion of developed countries with their European 
origin has been primarily due to the technological revolution in 
transportation and communication. This led to more direct political 
dominance over the colonies, the opening up of previously closed areas 
like Japan and the partition of undivided areas like sub-Saharan Africa. 
It was the threat of force on the part of the developed countries that led 
to the spread of growth in Japan and the USSR. On the other hand, the 
partition of Africa and greater political dominance over the colonies 
were due to the revival of imperialism which was responsible for the 
outward expansion of developed countries like Germany and the United 
States in the last quarter of the ? 9th century. Thus political or power 
element in international relations is an important factor in the spread of 
modem economic growth. This “meant ever-increasing interdepend- 
ence among nations because of the potential of closer contact and 
because of the sharing of an increasing number of nations of one and the 
same transnational stock of knowledge." 

Such dependence led to the spread in developed nations of modem 
education that increased their capacity to exploit and contribute to the 
available stock of tested and useful knowledge. An important clement 
in this was the use of a common language for increasingly farge groups in 
the developed countries, which led to the sharing of a common body of 
knowledge and techniques. But the selections of knowledge and 
techniques made by any one nation depended upon its lime of entry into 
the process of modern economic growth and upon the characteristics 
specific to that nation with respect to size, natural resources and 
historical heritage. For instance, the development of shipping in the 
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economic growth of Nomay, ot paper and iron in Sweden l ^ d of 
agricultural products in New Zealand and Australia highlight the 
importance of these factors in modem economic growth- 

But modem economic growth failed to spread to LDCs due to two 
factors First, such countries do not possess a stable and flexible political 
and social framework which may accommodate rapid structural changes 
and encourage growth-promoting groups in society. Second, the 
colonial policies followed by the developed countries limit political and 
economic freedom in LDCs. As a result, the LDCs have failed to take 
advantage of the spread of modern economic growth and have 
continued to remain backward u'ith the exception of Japan. 


6. International Flows of Men, Goods and Capital 
The international flows of men. goods and capital increased from the 
second quarter of the 19th century to First World War but decline began 
with First World War and continued to the end of Second World War. 
There has been, however, rise in some of these flows since the early 
1950s. We discuss these flows one by one. 

Migration. The cumulative and increasing volume of international 
migration since the late 1840s and continuing to First World War has an 
important bearing upon the patterns of modem economic growth. 
International migrations were at an annual level of over a quarter of a 
million in 1846-50 and rose to a peak of about 1.5 million in 
1906-15. The addition of intercontinental migration would have raised 
the annual volume of international migration in the decade before First 
World War to close to 2 million, according to Kuznets’ estimates. For 
the period 1846-1932 , 95 per cent of the total intercontinental 
emigration was from Europe and almost 58 per cent of the total 
intercontinental immigration between 1821-1932 was to the United 
States. It is highly significant that the populations of Asia and Africa 
barely participated in this flow during the 19th and 20th centuries and 
that 67 per cent of emigrants from Europe went to North America, 6 per 
cent to Australia and New Zealand, 11 per cent to Argentina and 7 per 
cent to Brazil. Thus the intercontinental migration was from the older 
countries of Europe to the younger and emptier countries of North and 
South America and Oceania. 


The factors which led to these international migrations were the 
easmg of intercontinental transportation by steamships and of intracon- 

IS 1 ?? f a,,0n Ir \ Europc raH-ays. But migration flows to the 
Omtcd States were due to the pull of better economic conditions 
HoAtvc, , m the long-run the push had been an important factor due to 
the progressive impact of the dislocation produced hv t h, ' ? . 

of agriculture and industry in Europe. This ‘push factor’ was priSy 
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responsible for intercontinental migrations from Europe to North anti 
South America, to European colonies in Afric^ and offshoots in 
Oceania. 

During and after First World War, international migration almost 
stopped. First, due to the War, and second, due to the imposition ‘of 
legal restrictions especially during the depression decade of the 1930s. 
This phenomenon continued to persist during and after the Second 
World War and even in the 1950s 

Flows of Goods. Foreign commodity trade has been by far the most 
dominant component of outward expansion of the developed countries. 
Two trends are observed in this regard. First, there is the high rate of 
growth of world trade between 1820s and 1913. Between 1820-30 and 
1850-60 and between 1850-60 and 18SO-89, the rate of growth was 50 per 
cent per decade, and about 37 per cent per decade between I8SI-85 and 
1911-13. Second, the share of ffte few' developed countries in world 
foreign trade has been high between 1820s and 1913. North-west 
Europe and the United States accounted for six-tenths in 1820-30 and 
two-thirds in 1880-89. The share of the same countries with Canada and 
Australia added was roughly two-thirds between 1881-85 and 1913 but 
their share declined significantly after First World War 

Between the 1850s and First World War, the proportion of 
commodity foreign trade to total output rose significantly but by the low' 
rates for the few larger countries They were Canada. Australia and the 
United Stales But the volume of foreign commodity trade grew mote 
rapidly than the volume qf world output The quantum of world 
commodity trade tripled between 1850 and 1880 and then tripled again 
between 1880 and 1913, thus rising to nine times its ongmal level 
According to Kuznets, on the assumption that world per capita income 
doubled over the period, the ratio of world commodity trade to total 
output would have almost tripled from 1850 to 1913, and the increase 
was probably greater than that 

Professor Kuznets traces out four factors that led to the greater 
increase in growth of foreign trade than of domestic output over the 
decades before First World War in the old developed countries The 
first was the revolution in trasportation of commodities with the 
development of steam railroads and ocean transportation. The second 
was the decision by the United Kingdom to develop free trade and 
international division of (about. The third was the relaxation of trade 
barriers by all the developed countries. The last was ihc opening of the 
West in the United States, in Canada, Australia and Argentina leading 
to European specialisation in industry. 

But beginning with First World War the rate of growth in the absolute „ 
volume of foreign trade declined. In 1913, the index of foreign de was 
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about 300 and by 1947-51 it was about 400. Thus between 1913 and 
1947-51 world trade increased about a third. On the other hand, in the 
three decades before First World War it tripled. Since First World War, 
world population grew by 40 per cent and world per capita income also 
grew somewhat, therefore the ratio of world riade to world population 
declined significantly since 1914. 

Flows of Capital. International flows of foreign capital investments 
grew rapidly from the second quarter of the 19th century to First World 
War. For the three major exporters of capital (Great Britain, France 
and Germany), capital outflows for the period 1874-1914 averaged 
between $0.5 and $1.1 billion per year at 1913 prices. The increase in 
the cumulative total of foreign capital invested by these three countries 
rose from $4.9 to 35.3 billion over the period at 1913 prices which 
comes to a rate of growth per decade of 64 per cent. 

A substantial portion of these capital flows went to developed 
countries and was based on political rather than economic considera- 
tions. “Of the total foreign investments of Great Britain, almost half 
were within the empire; of French foreign investments close to half were 
in Russia, Turkey, the Balkan states, Austria-Hungary, and her 
colonies; and of Germany’s investments, about one-third went to 
Austria-Hungary, Turkey, Russia and the Balkan states. Although in 
some cases economic and political considerations may have coincided, 
in others the line of distinction cannot be drawn sharply, a sizable 
portion of foreign capital investments was probably motivated by 
political considerations.” , 

The flows of international capital during the inter-war period were of 
the order of $ 110-170 million per year at 1913 prices. While Germany 
became a net debtor, the United States emerged as a major internation- 
al lender. Foreign capital investments and flows from the United States 
increased from $ 43 million in 1921-29 to $ 78.1 million in 1930-38 at 
current prices. 


. But thc decade of the 1950s witnessed important changes 
international capital flows. The average volume of capital flows wi 

2 Sr ? er year between 1951 * 55 and 5 3.3 billion betwee 
1956-61 at 1913 pnees. But private capita! flows were only 45 per cent < 

the total during the 1950s, the major being in the form of offici: 
donations loans by governments and international agencies. Anoth< 
important feature of this decade was the emergence of the United State 
as the principal lender of the world. Between 1951-55 and 1956 61 th 
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creditor countries especially after the First World War. For instance, 
capital exports as a share of GNP of the United Kingdom were 5.3 per 
cent in 1900-14 which fell to 2.3 per cent in 1921-29 and further to 0.7 
per cent in 1950-58. Similarly for the United States, it fell from 2.0 per 
cent in 1909-28 to 0.4 per cent in 1929-38, rose to 0.9 per cent in 1946-50 
and again fell to 0.5 per cent in 1950-59. Thus according to Kuznets, 
"there was the marked retardation in the expansion of international 
capital flows in the five-decade period after 1913 as compared with the 
century that preceded First World War.” 

CONCLUSION 

These six characteristics of modem economic growth arc interrelated 
They are interwoven in a cause and effect sequence. Given a stable ratio 
of labour force to total population, there is a high rate of increase in per 
capita product which implies higher labour productivity. This, in turn, 
leads to the great rise in per capita product and per capita consumption. 
The latter, in turn, is the result of advanced technology, and changes in's rt 
the scale of production -of plants, as a result the very character of 
enterprises changes. These, in turn, produce not only for the domestic 
market but also for the foreign markets. This is the sequence of modem 
economic growth that led to its outward spread and expansion in the 
developed countries before the First World War, between the two 
World Wars and in the 1950s. 



PART TWO 

SOME THEORIES OF ECONOMIC DEVELOPMENT 

Chapter 6 

ADAM SMITH’S THEORY 


THE THEORY 

Adam Smith is regarded as the foremost classical economist. His 
monumental work, An Enquiry into the Nature and Causes of the 
Wealth of Nations published in 1776, was primarily concerned with the 
problem of economic development. Though he did not expound any 
systematic growth theory, yet a coherent theory has been constructed by 
f> iater day economists which is explained below. 

Natural Law. Adam Smith believed in thc doctrinc of ‘natural law' in 
economic affairs. He regarded every person as the best judge of his self 
interest who should be left to pursue it to his own advantage. In 
furthering his own self interest he would also further the common good. 
In pursuance of this, each individual was led by an "invisible hand ” 
which guided market mechanism. “It is not to the benevolence of the 
baker but to his self-interest that we owe our bread,” said Smith. Since 
every individual, if left free, will seek to maximise his own wealth, 
therefore at! individuals, if left free, will maximise aggregate wealth. 
Smith was naturally opposed to any government intervention in industry 
and commerce. He was a staunch free trader and advocated the policy 
of laissez-faire in economic affairs. The “invisible hand”— the automa- 
tic equilibrating mechanism of the perfectly competitive market 
tended to maximise national wealth. 

Division of Labour is the starting point of Smith’s theory of economic 
growth. It is division of labour that results in the greatest improvement 
in the productive powers of labour. He attributed this increase in 
productivity. (1) to, the increase in the dexterity of every worker; (2) to 
the saving in time to produce goods; and (3) to the invention of large 
number of labour-saving machines. 1 The last cause of increase in 
productivity stems not from labour but from capital. It is improved 
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technology that leads to division of labour and the expansion of the 
market. But what leads to division of labour is a certain propensity in 
human nature — the propensity to truck, barter and exchange one thing 
for another. Division of labour, however, depends on the size of the 
market. One of his famous sayings that ‘the division of labour is limited 
by the extent of the market* implies that the division of labour increases 
with the extension of the market. For this purpose, expansion of 
commerce and international trade is especially beneficial. With the 
increase in population and transport facilities, there is bound to be 
greater division of labour and increase in capital. 

Process of Capital Accumulation. Smith, however, emphasized that 
capital accumulation must precede the introduction of division of 
labour. Like the modem economists, Smith regarded capital accumula- 
tion as a necessary condition for economic development. So the 
problem of economic development was largely the ability of the people 
to save more and invest more in a country. The rate of investment was 
determined by the rate of saving and savings were invested in full. But 
almost all savings resulted from capital investments or Ihe renting of 
land. So only capitalists and landlords were held to be capable of saving 
The labouring classes were considered to be incapable of saving. This 
belief was based on Ihe ‘Iron Law of Wages’ The classical economists 
also believed in the existence of a wages fund. The idea is that wages 
tend to equal the amount necessary for the subsistence of the labourers 
If the total wages fund at any time becomes higher than the subsistence 
level, the labour force will increase, competition for employment will 
become keener and wages will come down to the subsistence level. In 
such a situation, some of the workers will find it difficult to pull on 
below an accustomed normal living standard They will, therefore, be 
unable to many or bring up children. The working force will be reduced 
and competition among the capitalists for employing workers would 
tend to raise wages. Thus, Smith believed that “under stationary 
conditions, wage rates fall to the subsistence level, whereas in periods of 
rapid capital accumulation, they nsc above this level The extent to 
which they rise depends both upon the rate of accumulation and upon 
the rate of population growth. The wages fund was, however, built up 
of savings and was utilized for hiring labour through investments. He 
believed that savings found their way into investment more or 1 ess 
automatically. Thus the w-ages fund could be increased by increasing the 
rate of net investment. 

Why Do Capitalists Make Investments? According to Smith, invest- 
ments were made because the capitalists expected to earn profits on 

2 G M Meier «. - vi E. cp. at, p. V. 
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them- and the future expectations with regard to profits depended on 
the present climate for investment as well as actual profits. But what . vs 
the behaviour of profits during the development process? Smith 
believed that profits tended to fall with economic progress. When the 
rate of capital accumulation increases, increasing competition among 
capitalists raises wages and tends to lower profits. In fact, it is the 
increasing difficulty of finding new profitable investment outlets that 


leads to falling profits. . , , „ ... 

Regarding the role of interest rate in economic development, Smith 

wrote that with the increase in prosperity, progress, and population, the 
rate of interest falls, and as a result the supply of capital is augmented. 
The reason being that with the fall in interest rate the moneylenders will 
lend more to earn more interest for the purpose of maintaining their 
standard of living at the previous level. Thus the quantity of capital for 
lending will increase with the fall in the rate of interest. But when the 
. rate of interest falls considerably the moneylenders are unable to lend 
more in order to earn more to maintain their standard of living. Under 
the circumstances they will themselves start investing and become 
entrepreneurs. Thus, even with the fall in the rate of interest there is 
increase in capital accumulation and economic progress. 

So far as rent is concerned. Smith believed that economic progress 
involves rise in money as well as real rentals, and a rise in rental share of 
national income. This is because the interests of landowners are closely . 
connected with the general interest of society. 

Agents of Growth. According to Smith, farmers, producers and 
businessmen are the agents of economic progress. It was free trade, 
enterprise and competition that led farmers, producers and businessmen 
to expand the market which, in turn, made economic development 
possible. The functions of these three are interrelated. To Smith, 
development of agriculture leads to increase in construction works, and 


commerce. When agricultural surplus arises as a result of economic 
de\elopment, the demand for commercial services and manufactured 
articles rises. This leads to commercial progress and the establishment 
of manufacturing industries. On the other hand, their development 
leads to increase in agricultural production when farmers use advanced 
production techniques. Titus capital accumulation and economic de- 
velopment take place due to the emergence of the farmer, the producer 
and the businessman. 


Process of Growth. “Taking institutional, political and natural factors 
or granted. Smith starts from the assumption that a social group— we 
mav call it a “nation"— win experience a certain- rate of economic 
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labour and thus increases productivity... In this theory the economy 
grows like a tree. This process is no doubt exposed to disturbances by 
external factors, that arc not economic,. ..but in itself it proceeds 
steadily, continuously. Each situation grows out of the preccdmgone in 
a uniquely determined way, and the individuals whose acts combine to 
produce each situation count individually for no more than the 
individual cells of a tree.” 3 According to Smith, this process of growth is 
cumulative. When there is prosperity as a result of progress in 
agriculture, manufacturing industries and commerce, it leads to capital 
accumulation, technical progress, increase in population, expansion of 
markets, division of labour and nse in profits continuously. All this 
happens in Smith's progressive state which “is in reality the cheerful and 
the hearty state to all the different orders of the society." 

Stationary State. But this progressive state is not endless. It ultimately 
leads to a stationary state. It is the scarcity of natural resources that 
finally stops growth. In such an opulent state, the competition for 
employment would reduce wages to the subsistence level and competi- 
tion among businessmen would bring profits as low as possible. Once 
profits fall, they continue to fall Investment also starts declining and in 
this way the end result of capitalism is the stationary state. When this 
happens, capital accumulation stops; population becomes stationary; 
profits arc the minimum, wages are at the subsistence level; there is no 
change in per capita income and production, and the economy reaches 
the state of stagnation. According to Smith, the stationary state is dull, 
the declining melancholy. Life is hard in the stationary state for the 
different sections of the society and miserable in the declining state. All 
this happens in a free market economy. 

Smith's theory is explained in 
terms of Fig. 6.1 where time is 
taken on the horizontal axis and 
rale of accumulation, on dk/dt, 
on the vertical axis. The 
economy grows from K to S dur- 
ing the time path T. After T, the 
economy reaches the stationary 
state linked to S w-here further 
growth does not lake place be- 
cause wages rise so high that pro- 
fits become zero and capital 
accumulation stops. 

A Critical Appraisal 

Smith’s theory has the great 
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merit of pointing out ‘how economic growth came about and what 
factors and policies impede it.' In particular, he pointed out the import- 
ance of parsimony in saving and capital accumulation; of improved 
technology, division of labour and expansion of market in production; 
and of the process of balanced growth in the interdependence of 
farmers, traders and producers. Despite these merits, it has certain 
wcsfcncsscs* 

1. Rigid Division of Society. Smith’s theory is based on the socio- 
economic environment prevailing in Great Britain and certain parts of 
Europe. It assumes the existence of a rigid division of society between 
capitalists (including landlords) and labourers. But the middle class 
occupies an important place in modern society. Thus, this theory 
neglects the role of the middle class which provides the necessary 
impetus to economic development. 

2. One-sided Saving Base. According to Smith, capitalists, landlords 
and moneylenders save. This is, however, a one-sided base of savings 
because it did not occur to him that the major source of savings in an 
advanced society was the income-receivers and not the capitalists and 
landlords. 

'■3. Unrealistic Assumption of Perfect Competition. Smith’s whole 
theory is based upon the unrealistic assumption of perfect competition. 
This laissez-faire policy of perfect competition is not to be found in any 
economy. Rather, a number of restrictions are imposed on the private 
■sector, and on internal and international trade in every country of the 
world. 


4. Neglect of Entrepreneur. Smith neglects the role of the entre- 
preneur in development. This is a serious defect in his theory. The 
entrepreneur is the focal point of development, as pointed out by 
Schumpeter, ft is the entrepreneur who organises and brings about 
innovations thereby leading to capital formation. 

5. Unrealistic Assumption of Stationary State. Smith is of the view 
that the end result of a capitalist economy is the stationary state. It 
implies that there is change in such an economy but around a point of 
equilibrium. There is progress but it is steady, uniform and regular like a 
tree But this explanation of the process of development is not 
sabsfactoty because development lakes place by 'fits and Marts’ and is 
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Its Applicability to Underdeveloped Countries 

The Smith theory of economic development has limited validity for 
underdeveloped countries. In such economics the size of the market is 
small. Asa result, thccapjcit) to sale and inducement to imest 3rc}o». 
The size of the market is determined by the volume of production. This 
in turn depends on the level of income ‘Capacity to buy means capacity 
to produce' here And productivity, to a certain extent, depends on the 
degree to vvhich capital is employed in production. Since the size of the 
market is small, productivity is low. and low productivity implies low 
level of income The low level of income results in small capacity to save 
and inducement to invest and they keep the size of the market small. 
To use the Keynesian terminology, the level of real income is low in 
underdeveloped countries but the propensity to consume is very high 
and every' increase in income is spent on food products Little is saved 
and invested. The volume of production remains at a low level. 
Consequently, the size of the market remains small 

Moreover, the political, social and institutional assumptions under- 
lying Smith's theory are not applicable to the conditions prevailing in 
underdeveloped countries Laissez-faire has lost its significance m such 
economics Competition has been gradually replaced by monopoly 
which has tended to perpetuate and strengthen the vinous circles of 
poverty. Therefore, development is possible through government 
intervention rather than through a policy of laissez-faire 

Despite this. Smith’s theory of economic development points toward 
certain factors that arc helpful in the process of developing underde- 
veloped countries. Farmers, traders and producers, the three agents of 
growth mentioned by Smith, can help in developing the economy by 
raising productivity in their respective spheres In the absence of a free 
market economy in underdeveloped countries, the state can induce 
them to produce more, as is being done in India Their interdependence 
also points toward the importance of balanced growth for such 
economics 

In particular. Smith extolled the virtues of saving which »s regarded as 
a crucial factor for capital formation in underdeveloped countries. He 
wrote, "Every prodigal appears to be a public enemy, and every' frugal 
man a public benefactor." 

Further, his emphasis on improved technology, division of labour and 
expansion of market in the process of development has become the 
comer stone of policy in such countries. As aptly remarked by Rosiow . 
indeed looked at from the present day, the Wealth of Kalian* is a 
dynamic analysis, and programme of policy for an underdeveloped 
country. 



Chapter 7 

THE RICARDIAN THEORY 


INTRODUCTION 

Like. Smith, David Ricardo also presented his views on economic 
development in an unsystematic manner in his book The Principles, of 
Political Economy and Taxation. This book was published in 1917 and it 
was its third edition of 1921 and Ricardo’s correspondence with a 
number of economists that contain his ideas on which his model of 
development has been built. 

RICARDO’S THEORY 

Ricardo never propounded any theory of development. He simply 
discussed the theory of distribution. Therefore, Ricardo’s analysis is a 
detour. The Ricardian theory is based on the marginal and the surplus 
principles. The marginal principle explains the share of rent in the 
national output, and the surplus principle explains the division of the 
remaining share between wages and profits. 

Assumptions of the Theory. The Ricardian theory is based on. the 
following assumptions: 

(0 that all land is used for the production of corn and the working 
forces in agriculture help in determining distribution in industry; 

(0) that the law of diminishing returns operates on land; . 

(Hi) that the supply of land is fixed; 

O' - ) that the demand for corn is perfectly inelastic; 

(v) that labour and capital are variable inputs; 

(w) that capital consists of circulating capital; 

(v/i) that there is capital homogeneity; . . 

(vi/i) that the state of technical knowledge is given; 

. (ix) that all workers are paid a subsistence wage; 

(x) that the supply price of labour is given and constant; 

(xi) that the demand for labour depends upon the accumulation of 
capital; and that both demand- and supply-price are independent of the 
marginal productivity of labour; 

(xii) that there is perfect competition; 

(xiii) that capital accumulation results from profits. 
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In the Ricardian system, the whole economy consists of one huge 
(arm fixed in supply which is engaged in producing only com by 
applying homogeneous units of labour and capital. It grows on the basis 
of interrelations of three groups in the economy. They are landlords, 
capitalists and labourers, among whom the entire produce of land is 
distributed. The total national output is distributed among the three 
groups as rent, profits, and wages respectively. 

Division of Rent, Profits and Wages. Given the total output of corn, 
the share of each group can be determined. Rent per unit of labour is 
the difference between the average and marginal product. Or, total rent 
equals the difference between the average product and the marginal 
product of labour x (multiplied by) the quantity of labour and capita) 
applied on land. The wage rate is determined by wage fund -r (divided 
by) the number of workers employed at the subsistence level. Thus, out 
of total com produced and sold, rent has the first right and the residual 
(produce minus rent) is distributed between wages and profits, while 
interest Is included in profits. 1 

Process of Capital Accumulation. According to Ricardo, capital 
accumulation is the outcome of profits because profits lead to saving of 
wealth which is used for capital formation. Capital accumulation 
depends on two factors: First, the capacity to save; and second, the will 
to save. The capacity to save is more important in capital accumulation. 
This depends upon the net income of society which is a surplus out of 
total output after meeting the cost of workers' subsistence, The larger k 
the surplus, the larger will be the capacity to save. As Ricardo said, 
“Out of two loaves I may save one, out of four I may save three.” 
Landlords and capitalists invest through this surplus. The size of this 
surplus of net in'-omc depends on the rate of profit. 

(i) The Profit Rate. The rate of profit = profits'* ages i.e.. the rate of 
profit is equal to the ratio of profits to capital emplojcd. But since 
capital consists only of working capital, it is equal to the wage bill. So 
long as the rate of profit is positive, capital accumulation will continue. 
The labour force will grow proportionately and the total wage fund will 
also increase. In reality, profits depend on wages, wages on the price of 
corn and the price of com depends on the fertility of the marginal fand. 
In this way, there is an inverse relation between profits and wages, and 
wages nse or fall in keeping with the price of com. When there are 
improvements in agriculture, the productivepowerofljnd increases, or 
by applying better machines less workers produce more output. This 
results in fall in the price of com. As a result, the subsistence wage also 
falls, but profits increase and there is more capital accumulation. This 


'See Fif 7.1 ter lit chnty 
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will increase the demand for labour and the wage rate will rise. This, m 
turn, will increase population and the demand for com and its pnce. 

Thus wages will rise and profits decline. 

(jj) increase in Wages. Ricardo tried to show that it is only under 
different conditions that capital accumulation will reduce profits. In the 
Ricardian system wages play an active role in determining income 
between capital and labour. The wage rate increases when the prices of 
commodities forming the subsistence of the workers increase. The 
commodities consumed by workers are primarily agricultural products. 
As the demand for food increases, less fertile land is brought under the 
plough. For this purpose, to produce a unit of the product more 
labourers are required. The demand for labour starts rising which raises 
wages. Moreover, to match the increasing cost of subsistence, money 
wages will also continue to rise. Thus wages rise with the increase in the 
price of corn and then profits decline. In such a situation, rent also 
increases which absorbs the rise in the price of com. Since wages also 
increase, profits decline. These opposite tendencies ultimately retard 
capital accumulation, 

(iff) Declining Profits in Other Industries. According to Ricardo, 
“The profits of the fanner regulate the profits of all other trades.” 
Therefore, the money rate of profit earned on capital must be equal in 
equilibrium both in agriculture and industry. In manufacturing industry, 
com is used as an input and the equality in the rate of profit comes 
through a definite relationship between the prices of industrial goods 
and the price of com. Thus, when the profit rate declines in the 
agricultural sector, it also declines in the manufacturing industry. For 
with the rise in the price of com, the industry will have to raise the 
wages of labourers, thereby reducing profits. Thus the price of com 
determines the rate of profit in industry. When profits decline in the 
agricultural sector, profits of all trades also decline. 

Other Sources of Capital Accumulation. According to Ricardo, 
economic development depends on the difference between production 
and consumption. He therefore lays emphasis on increasing production 
and reducing unproductive consumption. However, the productivity of 
labour may be increased through technological changes and better 
organisation. It is in this wav that capital accumulation can also be 
increased. But the use of more machines will employ less workers. This 
will lead to unemployment and reduced wages. Since the economic 
condmon of the workers worsens with the employment of more 

machines. Ricardo regards technological conditions as riven and 
constant. f 

coveJmem T 3 ° D f . Capital accumuiatio " in the hands of the 
government. According to Ricardo, taxes are to be levied only to reduce 
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conspicuous consumption. Utncrwisc, the imposition of taxes on 
capitalists, landlords, and labourers will transfer resources from these 
groups to the government. But taxes adversely affect investment. 
Therefore, Ricardo does not favour the imposition of taxes because 
taxes reduce income, profits and capital accumulation. 

f/A Ricardo is in favour of free trade. Free trade is an important 
factor for the economic develop- 
ment of the country. The profit 
rate can he saved from declining 
by importing corn. The capital 
accumulation will, therefore, 
continue to he high. In this way, 
the resources of the world can be 
used more efficiently through 
foreign trade. But the import of 
ram leads to fall in the demand 
for labour which deteriorates the 
economic condition of labourers. 

On the other hand, landlords and 
capitalists do not think it fit to 
import cheap corn from foreign 
countries, as a result their profits 
decline. 

- Ricardo's theory has been 
illustrated in Fig. 7,1 where quantities of ram arc measured on the 
vertical axis and the amount of labour employed in agriculture on the 
horizontal axis. The curve AP represents the a* cr3gc product of labour 
and MP the marginal product of labour. With OSi amount of labour, 
OQRSi total com is produced. Rent is shown by ihc rectangle PORT, 
as the difference between ./IP and SfP. At the subsistence wage rale 
OW, the supply curve of labour \VL is infinitely elastic, and the total 
wage bill is OWLM. Total profits. WPTL, arc the residue after 
deducting rent and wages from the iota! output 

WPTL— OQRM -(PQRT-OWLSf). 

Stationary State. According to Ricardo, there is a natural tendency 
for the profit rate to fall in the economy so that the country ultimately 
reaches the stationary state. When capita! accumulation rives with in* 
crease in profits, total output increases which raises the wages fund. 
With the increase in the wages fund, population increases which raises 
the demand for com and its price. As population increases, inferior 
grade lands are cultivated to meet the increasing demand for corn. 
Rents on the superior grades of land rise and absorb a greater share o 
the cutout produced on these lands. This reduces the share ' 
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and labourers. Profits decline and wages tend to fall to the subsistence 
level This process of rising rents and declining profits continues till 
output from the marginal land just covers the subsistence wage of the 
labour employed. Then profits are zero. This situation is explained 1 
the above figure. During the course of capital accumulation the amount 
of labour increases from DM to ON and the total outpu -from OQBM 
to O ABN. Of this, OWSN is the total wage bill (fund) and WABS is the 
rent There are no profits at all. The stationary state arrives. In this 

state, capital accumula- 
tion stops, population 
does not: grow, the 
wage rate is at the sub- 
sistence level and tech- 
nical progress ceases. 
“The basic causal force 
in this scheme is the 
fact of diminishing re- 
turns in agriculture, a 
grim tendency which 
can only be postponed 
temporarily by technic- 
al progress. But tech- 
nical progress cannot 
prevent the ultimate 
disappearance of profit 



and the onset of the stationary state.” 

The movement towards the stationary state in the Ricardian model is 
explained in terms of Fig. 7.2. Population is measured along the 
horizontal axis and the total procuct minus rent on the vertical axis. The 
curve OP is the production function which shows total production minus 
rent as the function of population. As population increases, the OP 
curve flattens out due to the operation of the law of diminishing returns. 
The ray through the origin 0\V measures the constant real wage rate. 
The vertical distance between the horizontal line OX and the wage rate 
line OF measures the total wage bill at different levels of population. 
Thus W'iNj, W 2 N 2 , and WjN- 3 are the total wage bills at ON,, ON 2 , and 
ON 3 levels of population. When the wage bill is W,N,, the profits are 
P,W,. (Total product minus rent -t- the total wage bill, i.e., 
P] N\ — W i N,=P l W, . ) When profits are W,P,, investment is encour- 
aged, The demand for labour increases to ON 2 , which pushes up the 
wage bill to W 2 N 2 but profits decline to P 2 W 2 . This will encourage 
further investment and technical progress and raise the demand for 
labour to ON 3 and the wage bill will also increase to W 3 N 3 . But the 
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profits will decline to PjW j. This process of capital accumulation, 
increase in population and the wage hill will continue till profits 
disappear altogether at point S from where the stationary state sets in. 

A Critical Appraisal 

Ricardo was the forerunner of modem economists and his ideas on 
economic development have been adopted by them He emphasised the 
importance of raising savings and profit rate for capital accumulation. 

But it has certain flaws which are discussed below: 

1. Neglects the Impact of Technology. Ricardo pointed out that 
improved technology in the industrial field leads to the displacement of 
labour and other adverse consequences. In the beginning, technological 
progress might counteract the action of diminishing returns. But 
ultimately when the impact of technological progress is exhausted, 
diminishing returns set in and the economy moves towards the 
stationary' state. Thus, the Ricardian theory is primarily based on the 
law of diminishing returns Rapid increase of farm produce in the 
advanced nations has proved that Ricardo underestimated the potentiali- 
ties of technological progress in counteracting diminishing returns to 
land. Ricardo gave unnecessary importance to the law of diminishing 
returns and failed to visualize the important impact that science and 
technology had on the rapid economic development of the now 
developed nations. 

2. Wrong Notion of the Stationary State. The Ricardian view' that the 
State reaches the stationary state automatically is baseless, because no 
economy attains the stationary state in which profits arc increasing, 
production is rising and capital accumulation is taking place. 

3. Baseless Notion Regarding Population. The Ricardian view that the 
wage rate does not increase with the nsc in population has been 
disproved. First, the Malthusian theory of population has been prosed 
wrong by population trends prevailing in the Western World. Second. 
wages have not tended to be at the subsistence level Rather, there has 
been a continuous increase in money wages, and population has tended 
to decline. 

4. Impracticable Laissez-Faire Policy. The Ricardian theory is based 
on the impracticable notion of hisspz-fsire According to this policy, 
there is no government interference and the economy operates 
automatically through perfect competition. In reality, there is no 
economy which is free from government interference and in which 
perfect competition prevails. 

5. Neglects Institutional Factors. One of the principal defects of the 
Ricardian theory is that it neglects the role of institutional factors. They 
have been assumed as given But they are crucial in economic 
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development and cannot be overlooked. 

6 Distribution Rather than Growth Theory. Accord.ng to Schumpe- 
ter 'the Ricardian theory is not a growth theory but is a theory o 
distribution which determines the shares of workers, landlords and 
capitalists. Even in this, he regards the share of land as primary, and the 
residual as the share of labour and capital. Ricardo failed to present a 
functional theory of distribution because he did not determine the share 


of each factor separately. ^ 

7. Land also Produces Goods other than Corn. Ricardo believed that 
only one product corn is produced on land. But this is an old notion 
because land produces a variety of products other than corn. This view 
appears to be still obsolete when Ricardo opined that the other factors 
of production arc supported only by the produce of land. 

8. Capital and Labour not Fixed Coefficients. The Ricardian assump- 
tion that capital and labour are fixed coefficients of production, is not 
correct. This assumption is invalid because labour and capital, are 


independent variables. . . : , ' • 

9. Neglects the Interest Rate. The most serious defect of the 
Ricardian theory is the neglect of the rate of interest in economic 
growth. He docs not regard the interest rate as an independent reward 
of capital but includes it in profits. This wrong notion stems from his 
inability to distinguish between the capitalist and the entrepreneur. 

10. Static Model. According to Micks, Ricardo uses the static method 


for the analysis of a dynamic process by confining himself to circulating 
capital and capital homogeneity. The Ricardian mode! is not one of a 
regularly progressive economy. It is confined to the comparison of static 
equilibria of even stationary states, and therefore cannot be extended to 
the analysis of a dynamic process. 2 


Underdeveloped Countries and Ricardo’s Theory 

Despite these weaknesses, the Ricardian theory points toward the 
importance of capital accumulation through agricultural development, 
and increase in the various sources of savings and the profit rate. The 
Ricardian theory may not be fully applicable to underdeveloped 
countries but it docs point out the factors that retard their rate of 
economic growth. The two basic assumptions of the Ricardian theory, 
diminishing returns to land and the Malthusian principle of population, 
are of particular significance for understanding the problems of 
over-populated underdeveloped economies. 

JZZ™? C T C 'rV; 0mry ' p0pulation incrcascs faster than the 
increase in food supply. There is land hunger but there is the absence of 

•J. Hicks, Capital and Growth. 1965 . 
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technical improvements on land. As a result, the law of diminishing 
returns works with full force and productivity falls. The supply of 
cultivable land being scarce in relation to its demand, rents are high. But 
wages are low. because the labour supply is in excess of its demand and 
there is little tendency to substitute capital for labour. Under such 
circumstances, the level of income is low and there is little capacity to 
save and inducement to invest. 



Chapter 8 

THE MALTHUSIAN THEORY 

/ 

introduction 

Thomas Robert Malthus, with whose name the famous Malthusian 
theory of population is associated, ‘showed more appreciation than 
most of his contemporaries of the importance of distinct and systematic 
theory of growth.’ 1 His ideas about economic development are found in 
Book II entitled “The Progress of Wealth” of his Principles of Political 
Economy published in 1820. 2 

THE THEORY 

Concept of Development. Malthus did not regard the process of 
economic development as automatic. Rather, it required consistent 
efforts on the part of the people. He did not conceive of any movement 
towards the stationary state but emphasised that the economy reached 
the slump many times before attaining the optimum level of develop- 
ment. Thus for him, the process of development was one of ups and 
downs of economic activity rather than smooth. 

Malthus was concerned withthe "progress of wealth” of a country. 
By progress of wealth, he meant economic development which could be 
achieved by increasing the wealth of a country. The wealth of a country 
depended partly upon the quantity of produce obtained by its labour, 
and partly upon the valuation of this produce. But “the. wealth of 
country does not always increase in proportion to the increase in value, 
because an increase in value may sometimes take place under an actual 
diminution 6f commodities.” 

Population Growth and Economic Development. In his Principles of 
Political Economy, Malthus was more realistic in his analysis of 
population growth in the context of economic development than in his 
Essay of Population. According to him, population growth by itself is 
not sufficient to bring about economic development. Rather, it is the 
result of the development process. As Malthus wrote: “An increase of 
population cannot take place without proportionate increase of 

! B. Higgins, op. dc„ p. 99. 

-T.R. Malthus, Principles of Political Economy, 2/e, 1836. Reprinted 1951. 



The Malthusian Theory 


81 


wealth." As the rate of capital accumulation increases, the demand for 
labour also increases. This encourages population growth. But mere 
population growth docs not increase wealth. Population growth 
increases wealth only if it increases effective demand. And it is increase 
in effective demand which leads to increase in wealth 

Role of Production and Distribution. Malthus regarded production 
and distribution as "the two grand elements of wealth " If they are 
combined in nght proportions, they can increase the wealth of a country 
in a short time. But if they are taken separately or combined in undue 
proportions, they may take many thousand years to increase wealth So 
Malthus emphasises maximum production and optimum allocation of 
resources for increasing the wealth of a country during the short run 

Factors In Economic Development. Malthus defined the problem of 
economic development as one of explaining the difference between 
potential gross national product ("power of producing riches") and 
acuta! gross national product (“actual riches") But the principal 
problem is one of achieving a high level of potential gross national 
product. 

According to Malthus, the size of potential gross national product 
depends upon land, labour, capital and organisation When these four 
.factors arc employed in right proportions, they maximise production in 
the two major sectors of the economy vi 2 .. the agricultural and the 
industrial sector. It is the accumulation of capital, the fertility of the soil, 
and technological progress that lead to increase in both agricultural and 
industrial production. Besides these. Malthus also emphasized the 
importance of non-cconomic factors in economic development “which 
come under the head of politics and morals " They are the security of 
property; good constitution and excellent laws properly administered, 
and hard working and regular habits and general rectitude of character 

Process of Capita! Accumulation. Of all the factors, it is the 
accumulation of capital which is the most important determinant of 
economic development. The source of capital accumulation is higher 
profits. Profits come from the savings of capitalists because workers are 
too poor to save. If capitalists save more and spend less on consumer 
goods in order to have larger profits, economic growth will be retarded. 

In fact, Malthus suggested a concept of the “optimum propensity to 
save." To Malthus this meant “saving from the stock which might have 
been destined for immediate consumption, and adding to that which is 
to yield -a profit; or in other words . . . the conversion of rcsenue into 
capital." Thus his conclusion is that "saving, pushed to txcrvv, would 
destroy the motive to production." 

Deficiency of Effective Demand. This view of Malthus is based on h« 
denial of S3j*s Law of Markets and belief in the deficiency of effective 
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Thomas Robert Malthus, with whose name the famous Malthusian 
theory of population is associated, ‘showed more appreciation than 
most of his contemporaries of the importance of distinct and systematic 
theory of growth.’ 1 His ideas about economic development are found in 
Book II entitled “The Progress of Wealth” of his Principles of Political 
Economy published in 1820. 2 

THE THEORY 

Concept of Development. Malthus did not regard the process of 
economic development as automatic. Rather, it required consistent 
efforts on the part of the people. He did not conceive of any movement 
towards the stationary state but emphasised that the economy reached 
the slump many times before attaining the optimum level of develop- 
ment. Thus for him, the process of development was one of ups and 
downs of economic activity rather than smooth. 

Malthus was concerned with the “progress of wealth” of a country. 
By progress of wealth, he meant economic development which could be 
achieved by increasing the wealth of a country. The wealth of a country 
depended partly upon the quantity of produce obtained by its labour, 
and partly upon the valuation of this produce. But “the, wealth of 
country does not always increase in proportion to the increase in value, 
because an increase in value may sometimes take place under an actual 
diminution 6f commodities.” 

Population Growth and Economic Development. In his Principles of 
Political Economy, Malthus was more realistic in his analysis of 
population growth in the context of economic development than in his 
Essay of Population. According to him, population growth by itself is 
not sufficient to bring about economic development. Rather, it is the 
result of the development process. As Malthus wrote: “An increase of 
population cannot take place without proportionate increase of 

_‘B. Higgins, op. cit., p. 99. 

•T.R. Malthus, Principles of Political Economy, 2/e. 1836. Reprinted 1951. 
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wealth.” As the rate of capital accumulation increases, the demand for 
labour also increases This encourages population growth. But mere 
population growth does not increase wealth. Population growth 
increases wealth only if it increases effective demand. And it is increase 
in effective demand which leads to increase in wealth. 

Role of Production and Distribution, Malthus regarded production 
and distribution as “’the two grand elements of wealth.” If they are 
combined in right proportions, they can increase the wealth of a country 
in a short time But if they are taken separately or combined in undue 
proportions, they may take many thousand years to increase wealth. So 
Malthus emphasises maximum production and optimum allocation of 
resources for increasing the wealth of a country during the short run. 

Factors in Economic Development. Malthus defined the problem of 
economic development as one of explaining the difference between 
potential gross national product (“power of producing nches*') and 
acutal gross national product (“actual riches”) But the principal 
problem is one of achieving a high level of potential gross national 
product. 

According to Malthus, the size of potential gross national product 
depends upon land, labour, capital and organisation When these four 
factors are employed in right proportions, they maximise production in 
the two major sectors of the economy viz . the agricultural and the 
industrial sector It is the accumulation of capital, the fertility of the soil, 
and technological progress that lead to increase in both agricultural and 
industrial production Besides these, Malthus also emphasized tht 
importance of non*cconomic factors in economic development “which 
come under the head of politics and morals *’ They arc the security of 
properly; good constitution and excellent law-s properly administered, 
and hard working and regular habits and general rectitude of character 

Process of Capital Accumulation. Of all the factors, it is the 
accumulation of capital which is the most important determinant of 
economic development. The source of capital accumulation is higher 
profits. Profits come from the savings of capitalists because workers are 
too poor to save. If capitalists save more and spend less on consumer 
goods in order to have larger profits, economic growth will be retarded 

In fact, Malthus suggested a concept of the “optimum propensity to 
save.** To Malthus this meant “saving from the stock which might have 
been destined for immediate consumption, and adding to that which ts 
to yield a profit; or in other words ... the conversion of revenue into 
capital." Thus his conclusion is that “saving, pushed to excess, would 
destroy the motive to production ~ 

Deficiency of Effective Demand. This view of Malthus is based on his 
denial of Say’s Law of Markets and belief in the deficiency of effective 
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demand. Matthus does not agree with Say that there cannot be a genera 
over-production or glut in the market. According to him,- it is not at all 
true that commodities are always exchanged for commodities. In fact, 
the great mass of commodities is exchanged directly for labour rather 
than for commodities. Since workers, who are consumers, receive less 
than the value of the product they produce, they cannot buy all 
commodities. Thus there is an excess supply of commodities in' the 
market in relation to the demand. This gap between-supply and demand 
cannot be filled even by the demand of capitalists. Capitalists believe in 
parsimony and “deprive themselves of their usual conveniences., and 
luxuries to save from their revenue and add to their capital”. By being 
parsimonious, they employ more productive workers who. are consum- 
ers and, in turn, are not able to buy all commodities they produce. Thus 
there is general over-production and glut of commodities in the market 
due to the deficiency of effective demand or under-consumption. This 
leads to fall in prices, profits, saving, investment ancfcapital accumula- 
tion. 

Economic Stagnation. Malthus believed that the supply of labour is 
inelastic in the short run. He wrote: “From the nature of population, an 
increase of labourers cannot be brought into the market, in consequence 
of a particular demand, till after the lapse of sixteen or eighteen years.” 
But the supply of capital can be increased faster than the increase of 
population. As capitalists invest on productive labour to increase the 
\ supply of capital, wages rise due to competition. Rise in wages do not 
increase effective demand because workers prefer leisure to increased 
consumption. So there is a general glut of commodities. As a result, 
prices fall, profits decline, investment falls, and both the power of 
accumulation and the motive to accumulation are strongly checked. 
Thus gluts and underconsumption would lead to economic stagnation. 

Measures to Promote Economic Development. However, Malthus 
made several policy recommendations to promote economic develop- 
ment. F 


(1) Balanced Growth. In the Malthusian system, the economy is 
divided into the agricultural and the industrial sectors. It is technological 
progress in these two sectors that can lead to economic development 
Capital is invested in agriculture until all the arable land is brought 
under cultivation, stocked and improved. After that there are no more 
opportunities for profitable investment in that sector due to diminishing 
returns. Therefore, investment opportunities exist only in the industrial 
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on the land, permitting reduction in their wage rates.-' Thus Matthus 
favoured balanced growth of both the agricultural and industrial sectors 
for the economic development of the country. 

(2) Raising Effective Demand. But technical progress alone cannot 
lead to economic development unless effective demand increases. 
Matthus suggested a number of measures to increase effective demand. 
First, by more equitable distribution of wealth and landed property. 
“Thirty or forty proprietors with incomes averaging between one 
thousand and five thousand a year, would create a much more effective 
demand for wheat, bread, good meat, and manufactured product, than 
a single proprietor possessing a hundred thousand a year." Thus 
Malthus believed that a few moderately rich people can raise effective 
demand more than one millionaire among the poor masses. Further, he 
favoured a more equitable distribution of landed property for that 
would increase effective demand as well as production. According to 
Malthus, if the division of land into small proprietors is carried to an 
extreme, it would adversely affect production. 

Second, effective demand can be increased by the expansion of the 
internal and external trade. It is internal as well as external trade that 
increases wants and tastes and the desire to consume, “which ore 
absolutely necessary to keep up the market prices ot commodities and 
prevent the fall of profits." Interna! and external trade also increase the 
value of products by exchanging “what is wanted less for what is wanted 
more". 

Third. Malthus suggested the maintenance of “unproductive consum- 
ers" to increase effective demand. He defined unproductive consumers 
as those persons who did not produce material objects. It is undercon- 
sumption which leads to gluts and stagnation in the country Therefore, 
production can be raised by increasing consumption Since capitalists 
are parsimonious and productive workers live upon subsistence wages, 
“unproductive consumption" upon the part of unproductive labourers 
and landlords will increase effective demand 

Lastly, Malthus suggested public works schemes to remove unem- 
ployment and increase effective demand. Malthus pointed out that “the 
employment of the poor in roads and public works and a tendency 
among landlords and persons of property to build, to improve and 
beautify their grounds, and to employ workmen and menial scrvaecs. 
are the means ... to remedy the evils arising from that disturbas^^ 
the balance of produce and consumption " But he himself noted r * c 
weaknesses of this measure. First, it might prevent hbeer 
“gradually accommodating itself to a reduced demand." He 
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that it could be remedied by giving low wages to workers. Second, it 
would necessitate increase in taxes to finance public works which would 
reduce private investment. But this weakness was in fact the advantage 
of public works because it would not have the tendency to diminish the 
capital employed by productive labour. 

Conclusion. To sum up, in the Malthusian theory it is underconsump- 
tion or deficiency in effective demand leading to gluts which is the main 
cause of underdevelopment. For development, the country should 
maximise production in the agricultural and industrial sectors of the 
economy. This requires technical progress, equitable distribution of 
wealth and land, expansion of internal and external trade, increase in 
unproductive consumption, and increase in employment opportunities 
through public works schemes. Besides, there are non-economic factors 
like education, moral standards, hard working habits, good administra- 
tion and efficient laws which help in increasing production in the two 
sectors of economy. Thus these economic and non-economic factors 
lead to economic development. 


A Critical Appraisal 

Keynes “claimed Robert Malthus as the first of the Cambridge 
Economists." Rightly so. For he was Keynes’s precursor. He also 
anticipated Kalecki. It was Malthus who denied Say’s Law of Markets 
and laid emphasis upon the importance of effective demand. He pointed 
out the factors which hinder and promote economic development. In 
particular, he pointed out the importance of technological progress, 
equitable distribution of wealth, internal and external trade, public 
works programme, good administration, hard work, and balanced 
growth. These measures have come to be recognised as the main planks 
of modern economic growth. 

Despite all these virtues, Malthus’s theory has certain weaknesses. 

1 . Secular Stagnation not Inherent in Capital Accumulation. Malthus 
argues that the process of capital accumulation leads inherently to 
secular stagnation. This is a wrong notion which arises from his 
interpretation of Say s law. For Malthus there is the possibility of 
permanent underconsumption of all commodities. But the fact is that 
underconsumption is not a permanent phenomenon but a temporary 
one. So secular stagnation is not inherent in the process of capital 
accumulation. 


2. Negative View of Capital Accumulation. Malthus’s view that capit 
accumulation leads inherently to secular stagnation, is not correct fro 
another angle In actuality, capital accumulation does not lead to 
reduction m the demand for consumer goods and fall in profits J 
capital accumulation increases, the shares of wages andprofits 
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aggregate income increase, and so docs the demand for consumer 
goods. Thus Malthus had a negative view of the process of capital 
accumulation. 

3 Commodities not Exchanged for Commodities Directly. Again, 
Malthus, in denying Say argues that commodities are not exchanged for 
commodities, but they arc exchanged for labour. In fact, labour is not a 
correct measure of commodities. In the real world, commodities arc 
measured by real tangible prices and not by labour. - * 

4. Unproductive Consumers Retard Progress. Another serious weak- 
ness of Malthus's theory is that he suggests spending by “unproductive 
consumers" to overcome underconsumption and increase, effective 
demand. This remedy tantamounts to giving doles to workers and 
deliberately supporting idle persons. Such a measure slows down the 
rate of capital accumulation. 

5 One-Sided Saving Base. Like Smith, Malthus had a one-sided base 
of savings He believed that it is only the landlords who save. But this is 
an erroneous view because the major source of savings in a society is the 
income-earners and not profit-earners. 

Its Applicability to Underdeveloped Countries 

Malthus was one of the pioneers in the field of economic development 
who wrote about the poverty and underdevelopment of underdeveloped 
countries of his times in his Principles of Political Economy. He wrote 
about the economic backwardness of such countries as Spam. Portugal, 
Hungary, Turkey, Ireland, together with nearly the whole of Asia and 
Africa, and of Latin American countries. Hence his theory of economic 
development has more relevance to underdeveloped countries of today 
than the theories of other classical writers. 

Malthus’s division and analysis of an economy into the agricultural 
sector and the industrial sector is highly realistic in the context of 
underdeveloped countries. Underdeveloped countries are dualistic 
economies where the agricultural sector lags behind the industrial 
sector. Despite technological progress the former sector is subject to the 
law of diminishing returns. TTic latter sector operates under the law of 
increasing returns. Consequently, the agricultural sector retards the 
progress of the industrial sector. 

His analysis of the causes of pov criy is highly realistic in the context of 
the present day underdeveloped countries. For him, poverty of the 
peasantry is not due to the scarcity of fertile land It is found because 
peasants do not have capita! to make improvements on land. On the 
other hand, large landowners do not practise intensive cultivation due to 
the small size of the market. Since the bulk of the population subsists on 
labour-intensive agriculture, it is poor. Therefore, its demand f , r 
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industrial output is low. The industrial sector remains limited in size and 
it' fails to provide sufficient employment. Thus each sector acts as a drag 
on the growth of the other. Consequently peasants, landlords, workers 
and industrialists have a backward sloping supply curve of- effort. The 
above analysis of Malthus appears like the conditions prevailing in any 
backward country of Asia, Africa or Latin America. 

The relation which Malthus established between population growth 
and economic development is fully applicable to underdeveloped 
countries. According to him, in countries where population alone 
increases, the increase in wealth is the slowest; This has been 'amply, 
proved true in the Asian and African countries. 

The views of Malthus relating to factors which promote development 
are fully applicable to underdeveloped countries. None can deny the 
role of production, optimum distribution, capital accumulation, the 
fertility of soil, and technological progress, and of such non-economic 
factors as good administration, excellent laws, hard work, honesty of 
character, etc. in promoting the development of such countries. 

Besides, some of the policy measures suggested by Malthus are also 
applicable to underdeveloped countries. He stressed the importance of 
structural changes to diminish the relative importance of agriculture; of 
land reforms; of balanced growth of agriculture and industry; of 
expanding internal and external trade to widen the market; of equitable 
distribution of wealth and land; and of public works programme. These 
measures are found in the development plans of all underdeveloped 
countries.. 

But there are certain portions in the Malthusian theory which are not 
applicable to underdeveloped countries. First, the Malthusian theory of 
underconsumption does not have any relevance to such countries. In the 
Malthusian analysis underconsumption implies an abundance of non- 
marketable goods due to deficiency of effective demand. In the case of 
underdeveloped countries, it refers to the low level of consumption due 
to low level of production. 


Second, Malthus maintained that the lack of effective demand was 
due to parsimony of capitalist. The remedy, he suggested, was 
unproductive consumption” on the part of capitalists and unproductive 
wor cers. All these are not applicable to conditions prevailing in 
underdeveloped countries. In an underdeveloped country, income 
evcls are extremely low, propensity to consume is very high and savings 
are negligible. Here the problem is not of raising effective demand 
1 n°w gh ' nCr , eaSCd consurn P t,on - for it will lead to inflation. Rather, the 
development 0 of emp fo y ment, income, and saving for 



Chapter 9 
MILL’S THEORY 


INTRODUCTION 

John Stuart Mill, the eldest son of James Mill, was known to his 
contemporaries as an infant prodigy. He learnt Greek at the age of three; 
arithmetic and history at the age of six; Latin at the age of eight; logic at 
thi age of twelve; economics at the age of thirteen; and Benthamite 
political philosophy at the age of fifteen. He read and learnt all this at 
home under his father, James Mill, and acquired the habit of going for 
walks with him and narrating to him what he had read the presious day. 
Ricardo was a close friend of James Mill at uhosc instigation he had 
written his Principles of Political Economy and Taxation. So John Mill 
knew Ricardo personally, visited him and as a child had been taken on 
walks by the latter. Naturally, he became the defender of Ricardian 
doctrines against critics In 1848, Mill published his Principles of 
Political Economy with some of their applications to Social philosophy ' 
This book saw seven editions during Mill’s hfc-timc, and was the 
accepted textbook both in British and American universities for about 50 
years when Marshall’s Principles of Economics (1890) replaced it by 
1900. 


Till. Till ORY 

Mill regarded economic dcselopmcnt as a function of larJ Ijbour and 
capital. While land and labour arc the two onr.^ factors of 
production, capital is “a stock, prcsiously accumulates o: the products 
of former labour.** Increase in wealth is possible onh ;* tir-J and capita* 
help to increase production faster than the labour fo’.r " ealth consis* 
of tools, machines, and skills of the labour force 1' —odueme lahsr 
that is products c of wealth and of capital accv— "The 
capita! accumulation is a function of ihe propo't*-- >' ' l 'e lab ourr v= ' 
employed 'productively . Profits earned hs rrn-^'-z unproi- 
labour arc merely transters of income. ur~rc^rr- r labour ^ 
generate wealth or income". It is the usurer* 

Mlt 7th edition. JS7|. cd ,WJ Avhlo »i\ fire r~- — - *■ 

CWVrtrd Wort* of Mat Si tun Mill. \\<h II trz IZ = v! p * 
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productive consumption. Productive consumption is that “which goes to 
maintain and increase the productive powers of the community. It 
implies that productive consumption is an input necessary to maintain 

productive labourers. ... 

Control of Population Growth, Mill believed in the Malthusian theory 
of population. By population he meant the number only of the working 
class. He was, therefore, worried about the growth in numbers of 
productive labourers who worked for hire. He believed that population 
control was essential for improving the conditions of the working class 
so that they might enjoy the fruits of technological progress and capital 
accumulation. He propagated birth control as against moral restraint. 

Wages Fund. According to Mill, the elasticity of supply of labour is 
very high in response to a rise in wages. Wages generally exceed the 
minimum subsistence level. Wages are paid out of capital. Hence they 
are limited by the existing fund of capital meant for paying wages. Thus 
wage per head can be arrived at by dividing the total circulating capital 
by the working population. Wages can increase by an increase in the 
aggregate fund of capital employed in hiring labour or by a decrease in 
the number of workers. If wages rise, supply of labour will be high. 
Competition among workers will not only bring down wages but also 
keep some labourers out of employment. This is based on Mill’s notion 
that “demand for commodities is not demand for labour.” It means that 
income invested as advances of wages to labour creates employment and 
not income spent on consumer goods. An increase in consumption will 
mean a decline in investment. So increase in investment leads to 


increase in the wage fund and to economic progress. 

Rate of Capital Accumulation. According to Mill, the rate of capital 
accumulation depends upon: (1) “the amount of the fund from which 


saving can be made” or "the size of the net produce of industry'”, and (2) 
“the strength of the disposition to save”. Capital is the result of saving, 
and savings come from the “abstinence from present consumption for 
the sake of future goods”. Although capital is the result of saving, it is 
nevertheless consumed. This means that saving is spending. Since 
savings depend upon the size of the net -produce of industry, they 
increase with the increase in profit and rent which go to make the net 
produce. On the other hand, the strength of the disposition to save 
epends upon (1) the rate of profit, and (2) the desire to save or what 
Mill called “the effective desire of accumulation.” For Mill, profits 
depend on the cost of labour. So the rate of profit is the ratio of profits 
to wages. When profits rise or wages fall, the rate of profit increases 
ij hich m turn, raises the rate of capital accumulation. Similarly, it is the 

C *™ vv _ hlch lcnd * increase the rate of capital accumulation. 

Rate of Profit. According to Mill, the ultimate tendency in an 
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economy is for the rate of profit to decline due to diminishing returns in 
agriculture and increase in population at a Malthusian rate. In the 
absence of technical improvements in agriculture and the growth rate of 
population being higher than the rate of capital accumulation, the rate’ 
of profit is “within a hand’s breadth of the minimum,” and the country is 
“on the verge of the stationary state," 

However, the tendency of profits to be minimum can be checked by a 
number of factors: (I) capital losses during a crisis; (2) technical 
improvements; (3) the expansion of foreign trade; (4) government 
borrowing for unproductive expenditure; and lastly, by capital exports 
to colonics to produce consumer goods for the home country. But none 
of these factors can continue indefinitely. So ultimately profits would 
have the tendency to be at the minimum level and the rate of 
accumulation to decline. 

The Stationary State. Mill thought that the stationary state was 
imminent — “at most a few years ahead and no more” — its arrival being 
postponed by the above factors He welcomed its arrival because it 
would ultimately lead to improvement in income-distribution and a 
large remuneration for labour. But this could only be possible by control 
on the increase in numbers among the working classes through 
“provident habits” and education. Thus “in Mill's stationary state, there 
could be no increase in cither population or stock of capital, profit 
having reached the minimum necessary to prevent net dissaving by the 
economy as a whole. However, there might still be a rising standard of 
living due to improvements in the an of living and increased leisure 
through technical progress." 

Role of the State. Mill was in favour of the policy of laissez-faire which 
should be the general rule: “every departure from it, unless required by 
some great good, is a certain evil." He, therefore, assigned the 
minimum role to the state in economic affairs. For instance, he thought 
it a “necessary” intervention by the state to reform the redistribution of 
the ownership of the means of production with such schemes as a ceiling 
on inheritance,, peasant proprietorship, profit sharing, and cooperation 
Even as the believer of laissez-faire. Mill favoured reforms in the 
institutional framework of the market He wanted the state to pass 
“laws against commercial frauds” and enforce them strictly He also 
recommended compulsory education and a system of examinations by 
the state because the uneducated cannot be a “competent judge of the 
commodity." And, “successful production, .depends more on the 
qualities of the human agents, than on the circumstances in which they 
work." Similarly, Mill declared himself in favour of the regulation of 
working hours on the ground that "public action is sometimes necessary 
to give effect to self-interests of individuals." Further , Mitt was inJjvour 
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of free trade and against protection and defended the imposition of 
protective duties temporarily in the case of infant industries. 


A Critical Appraisal ' 

Of all the classical economists, Mil! stands unique in that he built a 
theory in which he discussed almost all the factors which are essential 
for economic development in the present times. He stressed the 
importance of such factors as the rate of saving, the profit rate, the rate 
of capital accumulation, technical improvements, equitable distribution, 
expansion of foreign trade, institutional changes, etc. 

But Mill “was not original as an economist,” according to Prof. E. 
Roll. Prof. Stigler is more forthright when he says, “Mill was not trying 
to build a new system but only to add improvements here and there to 
the Ricardian system.” He tried to improve upon Ricardo fundamental- 
ly in two respects, viz., the stationary state and the wages-fund doctrine. 
But these have also been subjected to criticisms along with his other 
notions. 

•1. Stationary State not a Reality. Ricardo believed that the stationary 
state would come about in the future when capital accumulation 
stopped. For Mill, the stationary state was very near. He welcomed its 
arrival for it would lead to improvement in the distribution of income. 
But Mill turned out to be a false prophet because the stationary state 
that he foresaw has not arrived, and nor does it show any signs of 
arrival. 

2. Wrong Notion of Wages Fund. Unlike Ricardo, Mill believed that 
the wages fund depended upon the aggregate fund of capital and that 
wages were paid out of capital as advances. He, therefore, argued that 
trade unions could raise wages. Economists have vehemently criticised 
Mill’s wages-fund theory. Cannon called it “the biggest blunder made in 
economic theory in modern times.” Marshall called it the “vulgar form 
of the wages-fund theory” on which Mill “expresses his meaning badly.” 
The reason being that he related the wages fund'to capital rather than to 
the national dividend. 

3. Malthusian Theory is Wrong. Mill was unduly pessimistic about 
the growth of population in terms of the Malthusian theory. The 
Malthusian theory has been proved wrong in the capitalist countries of 
the world. 


4 Law of Diminishing Returns not Operative. Similarly, Mill’s beliei 
in the operation of the Jaw of diminishing returns on land has also been 

proved wrong by the technological progress that has taken place in the 
advanced countries. 1 

5. Laissez-faire not a Practical Policy. Mill favoured the nolicv oi 
/arssez-faire m economic affairs. But such a policy is impractical In fact! 
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no economy can function in which there is perfect competition, and no 
economy can grow without state help in one form or the other. 

Applicability of Mill’s Theory to Underdo eloped Countries 

Mill's views about capital accumulation, diminishing returns, popula- 
tion growth and the limited role of the state arc applicable to 
underdeveloped countries. 

The rate of capital accumulation can be increased by increasing the 
net produce of industry and by strengthening the disposition to save. 
The latter, in tum, depends upon the rate of profit and the desire to 
save. These arc highly practical solutions for increasing the rate of 
capital accumulation in underdeveloped countries. 

Land is limited in underdeveloped countries and there is the absence 
of technical improvements on land. Consequently, the law of dimi- 
nishing returns operates with full force and the products ity of land is 
low. Mill not only pointed towards the operation of the law of 
diminishing returns but also advocated technological improvements on 
land for increasing its productivity which have been accepted as cardinal 
principles for economic development in such countries. 

Mill believed in the Malthusian theory of population hut with the 
difference that he favoured population control through birth control and 
not by moral restraint alone. The experience of underdeveloped 
countries proves that the Malthusian theory is applicable and that 
population can be controlled only by adopting birth control, as 
recommended by Mill. 

Mill was a staunch free trader and believed in the policy of 
hisscz-lairc. Naturally, he assigned minimum role to the state. But 
whatever state intervention Mill wanted that is applicable in full to 
underdeveloped countries. He recommended reforms in the redistribu- 
tion of the ownership of the means of production through such measures 
as ceiling on inheritance, peasant proprietorship, profit sharing and 
cooperation. These are very relevant in the context of underdeveloped 
countries because there are inequalities of income and wealth 
Similarly, Mill suggested reforms in the institutional framework of the 
market. Since underdeveloped countries are characterised by market 
imperfections, reforms in the institutional set-up arc essential I-avt but 
not the least, his emphasis on compulsory education and reduction of 
working hours of labourers is as true as it was when he wrote his 
Principles in 18-tS. As a matter of fact, no development is possible in 
underdeveloped countries without assigning some role to the state 
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The classical theory 1 can be briefly explained as follows: 

Laissez-Faire Policy. The classical economists believe in the existence 
of an automatic free market perfectly competitive economy which is free 
from anv government interference. It is the “invisible hand which 
maximises the national income. 

Capital Accumulation, the Key to Progress. All classicists regard 
capital accumulation as the key to economic progress. They, therefore, 
lay emphasis on larger savings. Only capitalists and landlords are 
capable of saving, according to them. The working class is incapable of 
savine because it gets wages equal to the subsistence level. 

Profits, the Incentive to Investment. According to the classicists, 
profits induce investment. The larger the profits, the greater the capital 
accumulation and investment. 

Tendency of Profits to Decline. Profits do not increase continuously. 
They tend to decline when competition increases for larger capital 
accumulation among capitalists. The reason, according to Smith, is 
increase in wages due to competition among capitalists. Whereas, 
according to Ricardo, when wages and rent rise with the increase in the 
price of corn, profits decline. 

Stationary State. AH classical economists visualize the stationary state 
as the end of the process of capital accumulation. When once profits 
start declining, this process continues till profits become zero, popula- 
tion and capital accumulation stop increasing and the wage rate reaches 
the subsistence level. According to Smith, it is the scarcity of natural 
resources that finally stops growth and leads the economy to the 
stationary state. 

Malthus establishes a unique co-relation between population growth 
and food supply. According to him. if the growth of population w-ere left 
uncontrolled, it would outrun the growth of capital and hence the means 
of subsistence. Both Ricardo and Malthus see a growing population and 
a declining growth of capita! through the operation of the law of 
diminishing returns, as ultimate checks to economic development. The 
same view is expressed by Mil! who points out that in the absence of 

nady ,h; Smithiaa aad Ricardi ^ theories along with those of 
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technical improvements in agriculture, and the growth rate of popula- 
tion being higher than the rate of capita! accumulation, the rate of profit 
starts declining and the economy ultimately reaches the stationary state. 
But he welcomes the stationary state because it would lead to 
improvement in income distribution and a large remuneration for 
labour. However, this is only possible by controlling the increase in 
numbers among the working population. 

In broad outline, the classical theory of economic development may 
be stated thus: Suppose an expected increase in profits brings about an 
increase in investment which adds to the existing stock of capital and to 
the steady flow of improved techniques. This increase in capital 
accumulation raises the wages fund. As a result wages me. Higher 
wages induce an accelerated population growth which causes the 
demand for food to rise. Food production is raised by employing 
additional labour and capital. But diminishing returns to land bring 
about a rise in labour cost. Consequently, the price of corn goes up and 
in turn rents increase, wages nsc. thereby reducing profits Reduction in 
ptofits implies reduction in investment, retarded technological progress, 
diminution of wages fund and slowing down of population growth and 
capital accumulation. ~In the classical model, the end result of capitalist 
development is stagnation .... This stagnation resulted from the 
natural tendency of profits to fall and the consequent choking off of 
capital accumulation. " 2 When this happens, capital accumulation 
ceases, population becomes constant and the stationary state vets in. 5 

A Critical Appraisal 

This simple and abstract classical theory of development is not free 
from criticisms. 

\. ignores Middle Class. The whole classical analysis was based on 
the socio-economic environment prevailing in Great Britain and certain 
parts of Europe. It assumed the existence of a rigid division of society 
between capitalist (including landlords) and labourers It neglected the 
role of the middle class which provided the necessary impetus to 
economic growth. It did not occur to them that the major source of 
savings in an advanced society was the income- receivers and not the 
property owners. 

2. Neglects Public Sector. To the classicists, perfect competition and 
the institution of private property were the essential prerequisites for 
economic development. They, however, failed to realize the important 
role which the public sector has assumed in accelerating capita! 
accumulation in recent scars 

llifpitt. op of . rp 

Tof durrammanc c*rUrutK>n rive Pip *> l hetc 


94 


The Economics of Development and Planning ‘ 


3. Less Importance to Technology. One of the important lacunae in 
the classical theory is the part played by science and technology in 
development. The classicists usually assumed technical knowledge to be 
given and unchanging overtime. But they failed to visualize the 
important impact that science and technology had on the rapid 
economic development of the now developed nations. 

4. Unrealistic Laws. The pessimistic view of the classical economists 
like Ricardo and Malthus that “the end result of capitalist development 
is stagnation’' was based on two assumptions: application of diminishing 
returns to land and the Malthusian theory of population. Rapid increase 
of farm produce in the advanced nations has proved that the classicists 
underestimated the potentialities of technological progress in counter- 
acting diminishing returns to land. Similarly, the Malthusian theory of 
population has been disproved by population trends prevailing in the 
Western World. Diametrically opposed to the Malthusian principle, 
'population has not grown so fast as to outstrip the food supply. On the 
other hand, agricultural productivity has been much faster than the 
population growth. 

5. Wrong Notions about Wages and Profits. Wages have not tended to 
be at the subsistence level. There has been a continuous increase in 
money wages without a corresponding decline in profit rates. And the 
mature economies have not reached the stage Of economic stagnation. 
Both Ricardo and Malthus have been scoffed at as.false prophets in the 
light of the economic development of the Western World. 

6. Unrealistic Growth Process. The classical theory assumed a 
stationary' state in which there was change, but around a point of 
equilibrium; there was progress, but steady and continuous like a tree. 
This is, however, not a satisfactory’ explanation of the process of 
economic growth. For economic growth, as it is understood today, does 
not proceed steadily and continuously, but by “fits and starts.’’ 4 


‘For its Applicability to Underdeveloped Countries Ifffrrn a.? -.u- 

tbcories along with those of Malthus Mill under this lead 
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THE MARXIAN THEORY 


INTRODUCTION' 

Karl Marx, the celebrated author of *Das Kapiial’, is one of the few 
celebrities in history who cast a spell on hundreds of millions of people 
by their doctrines. He has been epitomized as ‘Marx the Prophet* and is 
ranked with Christ and Mohammad if we are to judge him by the 
number of his followers As Schumpeter wrote, “Marxism is a religion. 
To the orthodox Marxist, as any believer in a Faith, the opponent is not 
merely in error but in sin." 1 Marx predicted the inevitable doom of 
capitalism and it was on this prediction that communism has built its 
edifice. The Marxian analysis is the gravest and the most penetrating 
examination of the process of capitalist development. It had the greatest 
influence in shaping policies in the Soviet Union, China, and other 
communist countries. Our purpose here is to examine the Marxian 
process of economic development and not the Marxist system as whole. 

THE MARXIAN THEORV 

“Marx contributed to the theory of economic development in three 
respects, namely, in broad respect of providing an economic interpreta* 
tion of history, in the narrower respect of specifying the motivating 
forces of capitalist development, and in the final respect of suggesting an 
alternative path of planned economic development." 

Materialistic Interpretation of History. The materialistic mlcrprcta- 
tion of history* attempts to show that all historical events arc the result of 
a continuous economic struggle between different cfasses and groups in 
society. The mam cause of this struggle is the conflict between ‘the 
mode of production* and ‘the relations of production.* The mode of 
production refers to a particular arrangement of production in a society 
that determines the entire social, political and religious way of living. 
The relations of production relate to the class structure of a society 
“uniquely characterised ** by the following components (/) the organisa- 
tion of labour in a scheme of division and co-operation, the skills of 
labour, and the status of labour in the social context with respect to 
Schumpeter. Ten Creit Eaxxvrnts. p 5 *nd footnote 
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degrees of freedom or servitude; (ii) the geographical environment and 
the knowledge of the use of resources and materials; and (ii/) technical 
means and processes and state of science generally. 2 

According to Marx, every society’s class structure consists of the 
propertied and the non-propertied classes. Since the mode of produc- 
tion is subject to change, a stage comes in the evolution of a society 
when the forces of production come into clash with the society’s class 
structure. The existing property relations “turn into fetters” on the 
forces of production. Then comes the period of ‘social revolution.’ This 
leads to the class struggle — the struggle between the haves and the 
have-nots — which ultimately overthrows the whole social system. 

Surplus Value. Marx uses his theory of surplus value as the economic 
basis of the ‘class struggle’ under capitalism and it is on the basis of his 
theory of surplus value that he builds the superstructure of his analysis 
of economic developoment. Class struggle is simply the outcome of 
accumulation of surplus value in the hands of a few capitalists. 
Capitalism, according to Marx, is divided into two great protagonists: 


the workers who sell their ‘labour-power’ and the capitalists who own 
‘the means of production.’ Labour power is like any other commodity. 
The labourer sells his labour for what it is worth in the labour market, 
viz., for its value. And its value, like the value of any other commodity, 
is the amount of labour that it takes to produce labour-power. In other 
words, the value of labour-power is the value of the means of 


subsistence necessary for the maintenance of the labourer, which is 
determined by the number of hours necessary for its production. ' 
According to Marx, the value of the commodities necessary for the 
subsistence of the labour is never equal to the value of the produce of 
• that labour. If a labourer works for a ten-hour day, but it takes him six 
hours’ labour to produce goods to cover his subsistence, he will be paid 
wages equal to six hours’ labour. The difference worth 4 hours’ labour 
goes into the capitalist’s pocket in the form of net profits, rent and 
interest. Marx calls this unpaid work "surplus value.” The extra labour 

“surplus labour .” UtS ** ** n ° thing ’ Marx calls 


Capital Accumulation. According to Marx, it is surplus labour that 
cads to capital accumulation. This supererogatory labour simply 

hours are extended from ten to twelve th 7* , the workm S 

om icn to twelve, the surplus will automatically 


*M.M. Bober. Karl Marx's Interpretation 
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increase from four 10 six; (2) by diminishing the number of hours 
required to produce the labourer’s sustenance. If they were reduced 
from six to four, the surplus would again rise from four to six. It also 
tantamounts to a reduction in the subsistence wage; (3) by ‘the speeding 
up of labour*, i.c., increasing the productivity of labour. This requires a 
technological change that helps in raising the total output and lowering 
the cost of production. 

Of the three methods, according to Marx, increase in the productivity 
of labour is the likely choice of the capitalists, since the other two 
methods, of extending the working hours and reduction of wages, have 
limitations of their own. So in order to make improvements in the 
productivity of labour, the capitalists save the surplus value, reinvest it 
in acquiring a large stock of capital and thus accumulate capital. 
“Accumulate, accumulate! That is Moses and the Prophets,” and “Save, 
save, i.c., reconvert the greatest possible portion of surplus value or 
surplus product into capital." These are the capitalist’s methods. 

Profits arc determined by the amount of capital As Marx says, 
“Capital is dead labour that vampire like only lives by sucking living 
labour and lives the more, the more labour it sucks " To explain the 
origin of profit and to analyse the relation between wages and profits, 
Marx separates capital into constant capital and variable capita! Capita! 
invested in stocks or raw materials or equipment which directly assists 
the productivity of labour, Marx calls constant capital <c). Capital 
devoted to the purchase of labour power in the form of wages or direct 
subsistence, he terms variable capital (v). The surplus value is denoted 
by s. So the total value of product (w) = constant capital (c) + variable 
capital (v) + surplus value (s) or (c +»•) + * 

It is on the basis of this division of the total output that Marx 
introduces his Departmental Schema of Simple and Expanded Repro- 
duction. 

Marx divides the total output of the economy (« ) into Department I 
and Department 2. The former is related to the production of capital 
goods and the latter to the consumer goods. The total output of each 
Department is shown as 


W| - Cj -f V, + s, 
+ Wj - C 2 + V 2 + Sj 


»'= C+V + J 

The Simple Reproduction Scheme indicates a situation of stationary 
state in which all that is produced is consumed. Thus net investment is 
zero and there is no accumulation or surplus. Therefore, equ 
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s s/v 
c+v c/v+l 


The rate of profit (r) varies inversely with the organic composition of 
capital (civ) and directly with the rate of surplus values (rate of 
exploitation) (s/v). Therefore, the rate of profit V riseswith the rate of 
surplus value s/v and falls with the organic composition of capital dv. 

Capitalist Crisis. In order to counteract this tendency of declining rate 
of profit, the capitalists increase the degree of exploitation by reducing 
wages, lengthening the working day, and by “speed ups,” etc. But since 
every capitalist is engaged in .introducing new labour-saving and 
cost-reducing devices, the ratio of labour (and hence surplus value) to 
total output falls still further. The rate of profit declines all the more. 
Production is no longer profitable. Consumption dwindles as machines 
displace men and the industrial reserve army expands. Bankruptcies 
ensue. Every capitalist tries to dump goods in the market and in the 
process small firms disappear. A capitalist crisis has begun. The ultimate 
cause of all economic crisis, Marx points out, is the poverty and limited 
purchasing power of the masses. Economic crisis appears in the form of 
an over-production of commodities, acute difficulties in finding mar- 
kets, a fall in prices and a sharp curtailment of production. During the 
crisis, unemployment increases sharply, the wages of workers are 
further cut, credit facilities break down and small employers are ruined. 

This does not continue for ever. Revival soon starts. The low level of 


prices, cut in wages, elimination of speculative ventures and destruction 
of capital tend to raise the profit rate which eventually leads to new 
investments. As Marx wrote, “A crisis always forms the starting point of 
large nev* inscstments. Therefore, from the point of view of society as a 
whole, a crisis is, more or less, a new material basis for the next turnover 
c\cle. But it leads to the same catastrophic conclusion; competition for 
labour; higher wages: labour-saving machinery; a reduction in surplus 
value; decline in profit rate; still greater competition and collapse. This 
succession from crisis to depression, followed by recovery and boom 
and then again crisis, is evidence of the cycle character of the 
development of capitalist production. 


In each period of crisis stronger capitalists expropriate the weaker 
capitalists and along with it grows the indignation of the working class, 
a class always increasing in numbers, and disciplined, united organised 
by the very mechanism of the process of capitalist production’itself. The 

of ?“ 
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capitalists integument. This integument is burst asunder. The knell of 
capitalist’s private property sounds. The expropriators arc expropri- 
ated.” This is the historical tendency of capitalist accumulation. In 
elaborating the general law of capitalist accumulation. Marx provides 
the economic explanation of the necessity and inevitability of the 
revolutionary transformation from capitalist to socialist society. Capital- 
ism leads to the proletarian revolution whereby the “dictatorship of the 
proleta'-’-**’ b ft— - • T'.:-*. » ■■ ■ ■ T*. ■ .‘v 

away” ' <■ , . . 1 .. . « : : ■ ■ 1 .■ ■ 

to his ■ * ' T.r ■■■ . v * ■■■■.::.'» > T, 

capitalism. 

A Critical Appraisal 

Marx’s theory of capitalist development has been accepted by his 
followers as a gospel truth while it has been severely criticised by his 
opponents for the following reasons- 

1. Surplus Value Unrealistic. The whole Marxian analysis is built on 
the theory of surplus value. However, in the real world, we arc 
concerned not with values but with real tangible prices. Thus Marx has 
created an abstract and unreal value wor/J which has made it difficult 
and cumbersome to understand the working of capitalism. 

2. Marx — A False Prophet. Marx has proved to be a false prophet. No 
doubt socialist societies have come into existence but their evolution has 
not been on the lines laid down by Marx. The countries which have toed 
the Marxian line of thinking have been curiously those in which 
capitalist development lagged behind. All the communist states had 
been poor and arc even now so, as compared to the capitalist countries 
There is no increasing misery of labour in advanced capitalist societies 
as asserted by Marx. On the contrary, real wages of workers have 
continued to rise. The workers have tended to become more prosperous 
with capitalist development. And the middle class instead of disappear- 
ing has emerged as a dominant class. There have been also no signs of 
the ‘withering away’ of the State in these countries 

3. Technological Progress Helpful In Increasing Employment. Marx 
pointed out that with increasing technological progress, the industrial 
reserve army expands Hut this is an exaggerated view . for the long run 
effect of technological progress is to create more employment opportu- 
nities by raising aggregate demand and income 

4. Falling Tendency of Profits not Correct. According to Joan 
Robinson, Marx’s “explanation of the falling tendency of prof ts 
explains nothing at all ~ Marx contends that as development proerri'. 
there is an increase in the organic composition of capital which 
about a decline in the profit rate. But Marx fjiled to vis—’ 
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technological innovations can be capital-saving too, and that witn a fall 
in capital-output ratios and increases in productivity and total output, 
profits can rise along with wages. 

5. Marx could not Understand Flexibility in Capitalism. Marx also 
could not foresee the emergence of political democracy as the protector 
and the preserver of capitalism. Democracy as a political system has 
proved its resilience and adaptability to the changing times. The 
introduction of social security measures, anti-trust laws and the mixed 
economies have given a lie to the Marxian prediction that capitalism 
contains within itself the seeds of its own destruction. 

6. Cyclical Theory Wrong. Marx emphasized that capital accumula- ' 
tion led to a reduction in the demand for consumption goods and fall in 
profits. But he failed to realise that with economic development the 
share of wages in aggregate income need not fall, nor the demand for 
consumer goods. 

7. Static Analysis. Marx’s theory, though it sought to explain a 
dynamic process, was, in the words of Schumpeter, “unsuited for it, its 
two main props being (a) labour theory of value, and ( b ) a modified 
version of subsistence theory of wages. Marx was analysing the problem 
of growth with the help of tools which were essentially suited to static 
economic analysis.” 

Conclusion. Despite these weaknesses, some of the Marxian tools 
pertaining to his theory of economic development have ever since 


become part and parcel of the theory of economic growth. Technologi- 
cal progress and innovations are the main stay of any theory of 
economic development. Similarly, capital accumulation is the fun- 


damental idea behind economic growth. Profits are still regarded as 
both the hallmark of capitalist development and its Achilles’ heel. Marx 
showed that economic development does not follow a smooth course 
but comes about in “fits and starts.” Business cycles are inevitable. He 
pointed out that a state of under-consumption was the main cause of 
depression and that for stable growth a proper balance between 
investment and consumption was essential. He also indicated that too 
low or too high wages in relation to total output can adverselv affect 
investment and thus stifle economic growth. Industrial unemployment is 
also one of the major variables in his system. Thus. Marx was in a wav 
Keynes' precursor. y 


The Marxian Theory and Underdeveloped Countries 
The Marxian theory is not applicable directly to underdevelooed 
countries. Marx did not think of the problems of such countries “Apart 
rom a few illusions remarkable for their determinant note with recard 
to obtaining prospects for economic development in reruns le 
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Western Asia or India no special attention is given to the problems of 
change in underdeveloped countries”. 4 Mane was mainly concerned 
with problems connected with the development of capitalism in the 
Western World. Colonies were regarded as one of the “highest stages” 
in capitalist development. Foreign domination svas regarded as the 
principal cause of economic backwardness of the colonics. The only 
obvious remedy was their political freedom. 

Marx's failure to recognize the existence of population pressures 
makes his theory inapplicable to overpopulated underdeveloped coun- 
tries. But some of the variables of his analysis do exist in such 
economies. In underdeveloped countries til] recently under the colonial 
rule, labour was being exploited for the benefit of the 'home country.’ 
There was the concentration of capital in the hands of a few capitalists. 
Even now in almost all the underdeveloped countries that arc also 
pofiticalfyfrce, wages arc near subsistence levels, the 'increasing misery* 
of the masses is visible, a ‘reserve army’ of the chronic and disguised 
unemployed exists; the problem of under-consumption is universal and 
the society is sharply divided between the ‘two classes." the middle class 
being virtually non-existent.* The existence of such conditions can lead 
to ‘class struggle* and the establishment of the ‘dictatorship of the 
proletariat.* The recent political turmoils in some of the Latin 
American, African, the Middle and the Far Eastern countries have 
shown that the existence of Marxian ‘conditions' in backward countries 
act like nurseries where the communist seed grows soon “Ironically, 
however, it is Marx’s perception of planned development expressed in 
his minor writings which presumably has had a greater impact on the 
actual economic development of countries such as Soviet Russia and 
mainland China. Marx’s notion of planned development also seems to 
appeal to those backward countries which are in a great hurry to 
industrialize at the risk of excessive national “belt-tightening ” 

As a matter of fact, it is Marx’s Departmental Schema that is 
applicable to underdeveloped countries Such a country is primarily a 
duahstie economy consisting of a capitalist sector and a subsistence 
agriculture and small scale sector w hich may be said to represent Marx's 
two Departments. It is the capitalist sector which yields large economic 

‘A Bonne, <y or p 341 

‘Only the Martian termmolop) n applicable For undcr-con'urrption implies in 
abundance of unmar le table poods due to over -production in the Martian analysis »hile in 
the ease of underlies looped count net it refers 10 hr* let cl or con\urrpt*«i due ro Ictel 

of production Similarly ihe ctistcnce of * turpi at retenc arms of *ortert in the Martian 
theory » ihe result of the tnirodurttonof labour taungdcstccv »hrrrat m underdeelored 
count nee unemployment n disputed and rural, not industrial Ihe result of . 
numbers raiher than the use of industrial technology 
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surplus, while the subsistence sector yields a small surplus. Rapid 
economic development is possible by reorganising and expanding the 
capitalist sector (Department 1) and transforming the subsistence sector 
(Department 2) into the former so as to increase the economic surplus. 
This necessitates planning for industrialisation and increase in the 
supply of agricultural commodities to meet the expanding demand of 
the capitalist sector. As pointed out by Oscar Lange, it is the commodity 
character of agricultural production which determines the course and 
rate of industrialisation, along with the increased production of capital 
goods. 6 

A number of underdeveloped countries like India, the Egypt, Burma 
and Ghana have followed the Marxian Departmental Schema in their 
development plans. 7 These plans have emphasised the growth of 
Department 1 in relation to Department 2. The basic strategy has been 
to increase investments in capital goods industries and services, and to 
increase the supply of consumer goods by increasing investment and 
production in agriculture and small scale sector. The primary aim has 
been to create larger employment opportunities, to increase purchasing 
power and fresh demand, to build a strong capital base and increase 
productive and technical capacities within the economy. 


'°' Lange (ed,), Problems of Political Economy „r c 

’The Mahnbnobis Model for the Second Indian Five-Year P 
Departmental Schema. c Year ^ an ,s based on the Mand 



Chapter 12 

THE SCHUMPETERIAN THEORY 


INTRODUCTION 

Joseph Alois Schumpeter first presented his theory of economic growth 
in the Theory of Economic Development published in German in 1911 
(its English edition appeared in 1934) which was elaborated and refined 
but in no way altered in any essential respect in his Business Cyvles 
(1939) and Capitalism, Socialism and Democracy (1942). 

TJIE THEORY 

To start with, Schumpeter assumes a perfectly competitive economy 
which is in stationary equilibrium. In such a stationary state, there is 
perfect competitive equilibrium: no profits, no interest rates, no 
savings, no investments and no involuntary unemployment. This 
equilibrium is characterised by what Schumpeter terms the “circular 
flow” which continues to repeat itself in the same manner year after 
year, similar to the circulation of the blood in an animal organism. In 
the circular flow, the same products arc produced every year in the same 
manner. “For every supply there awaits somewhere in the economic 
system a corresponding demand. For every demand the corresponding 
supply." In other words, all economic activities are repetitive in a 
time-less economy. To Schumpeter, "The circular flow is a stream that 
is fed from the continually flowing springs of labour*power and land, 
and flows in every economic period into the reservoir which we call 
income, in order to be transformed into the satisfaction of wants." 
Development, according to him, “is spontaneous and discontinuous 
change in the channels of the circular flow, disturbance of equilibrium, 
which for ever alters and displaces the equilibrium state previously 
existing." 1 These ‘spontaneous and discontinuous’ changes in economic 
life are not forced upon it from without but ansc by its own initiative 
from within the economy and appear in the sphere of industrial and 
commercial life. Development consists in the carrying out of new 
combinations for which possibilities exist in the stationary state. New 
combinations come about in the form of innovations 

'A Schumpeter. Theory of Economic Oc\ekrpmem. p M Italic* mine. 



106 


The Economics of Development and Planning 


Innovations. An innovation may consist of: (1) the introduction ofa 
new product; (2) the introduction of a new method of production; (3) 
the opening up of a new market; (4) the conquest of a new source of 
supply of raw materials or semi-manufactured goods; and (5) the 
earning -out of the new organisation of any industry like the creation of 
a monopoly. According to Schumpeter, it is the introduction of a new 
product and the continual improvements in the existing ones that leads 
to development. 

Role of Innovator. Schumpeter assigns the role of an innovator not to 
the capitalist but to the entrepreneur. The entrepreneur is not a man of 
ordinary managerial ability, but one who introduces something entirely 
new. He does not provide funds but directs their use. The entrepreneur 
is motivated by: (a) the desire to found a private commercial kingdom. 
(fc>) the will to conquer and prove his superiority*, and (c) the joy of 
creating, of getting things done, or simply of exercising one's energy and 
ingenuity. His nature and activities depend on his social-cultural 
environment. To perform his economic function, the entrepreneur 
requires two things: first, the existence of technical knowledge in order 
to produce new products; second, the power of disposal over the factors 
of production in the form of credit. According to Schumpeter, a 
reservoir of untapped technical knowledge exists which he can make use 
of. Therefore, credit is essential for development to start. 

Role of Profits. An entrepreneur innovates to earn profits. Profits are 
conceived “as a surplus over costs: a difference between the total 
receipts and outlay — as a function of innovation." According to 
Schumpeter, under competitive equilibrium the price of each product 
just equals its cost of production, and there are no profits. Profits arise 
due to dynamic changes resulting from an innovation. They continue to 
exist till the innovation becomes general. 

Breaking the Circular Flow. Schumpeter’s model starts with the 
breaking up of the circular flow with an innovation in the form of a new 
product by an entrepreneur for the purpose of earning profits. In order 
to break the circular flow, the innovating entrepreneurs are financed bv 
hank-credit expansion. Since investment in innovations is risky, the'v 
must pay interest on it. Once the new innovation becomes successful 
and profitable, other entrepreneurs follow it in “swarm-like clusters." 
Innosations in one field may induce other innovations in related fields . 
The emergence ofa motor car industry may, in turn, stimulate a wave of 
new imestments in the construction of hichwavs, rubber tyres and 
petroleum products, etc. But the spread of an innovation is never cent 

rv»r rY*nt 
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The spread of innovation is shown in Fig. 12.1 where the per- 
centage of firms adopting a parti- 
cular innovation is shown on the 
vertical axis and time taken on the : 
horizontal axis. The curve 07 
shows that firms adopt an innova- 
tion slowly to start with but soon 
the adoption oMnnovation gains 
momentum. But it never reaches 
100 per cent adoption by firms. 

Cyclical Process. Since investment 
is pssumed to Jie financed by 
creation of bank-credit, it increases fig. im 

money incomes and prices and helps 

to create a cumulative expansion throughout the economy. With the 
increase in the purchasing power of the consumers, the demand for the 
products of the old industries increases in relation to suppl) . Prices rise, 
profits increase and old industries expand by borrowing from the banks. 
It induces a secondary wave of credit inflation which is superimposed on 
the primary wave of innovation. Over-optimism and speculation add 
further to the boom. After a period of gestation the new products start 
appearing in the market displacing the old products and enforcing a 
process of liquidation, re-adjustment and absorption. 2 The demand for 
the old products is decreased. Their prices fall. The old firms contract 
output and some arc even forced to run into liquidation. As the 
innovators start repaying bank loans out of profits, the quantity of 
money is decreased and prices tend to fall. Profits decline. Uncertainty 
and risks increase, the impulse for innovation is reduced and eventually 
comes to an end. Depression ensues. 

Schumpeter believes in the existence of the Kondraticff long-wave of 
upswings and downswings in economic activity Each long-wave 
upswing is brought about by an innovation in the form of a new- product 
which leads to further innovations in the methods of production, new 
forms of business organisation, new sources of supply of raw materials 
and intermediate products, and new markets. Thus there is abundance 
of goods available for the masses.** In the words of Schumpeter, “mass 
production means production for the masses.** Once the upswing ends, 
the long-wave downswing begins and the painful process of 
readjustment to the “point of previous neighbourhood of equilibrium" 
starts. Ultimately the natural forces of recovery bnng about a revival 

S J A- Schumpeter. The Amlyut of Economic Chxnje" in Keadtoft in fluuar* s CVtie 
TVonej, pp P-9 
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Once again equilibrium is restored. Then some enterprising 
entrepreneurs begin with a new set of innovations, others follow, and a 
new boom begins. Schumpeter describes this process of capitalist 
development as one of “creative destruction,” wherein the old economic 
structures of society are being continually destroyed and the new 

structures are being continually created in their place. 

Schumpeter’s cyclical 

process of economic deve- 
lopment is illustrated in 
Fig. 12.2 where the 
secondary wave is super- 
imposed on the primary 
wave of innovation. With 
over-optimism and spe- 
culation, development 
proceeds more rapidly in 
the prosperity phase. 
When recession starts, the 
cycle continues downward 
below the equilibrium 
level to the depression 
phase. Ultimately, another 
innovation brings about 
revival. 

In fine, entrepreneurs are the key figures in the Schumpeterian 
analysis. They bring about economic development in spontaneous and 
discontinuous manner. And “cyclical swings are the cost of economic 
development under capitalism," a permanent feature of its dynamic 
time-path. 

Secularly, continued technological progress will result in an 
unbounded increase in total and per capita output, since historically 
there are no diminishing returns to technological progress. As long as 
technological progress takes place, the rate of the profit will be positive. 
Hence there can be no drying up of sources of investible funds nor any 
vanishing of investment opportunities. "There is therefore no a priori 
ceiling to the level of per capita income in a capitalist society. Nonethe- 
less, the economic success of capitalism will eventually lead to its decay. 
For the very process of capitalist development weakens the institutions 
and values basic to its own survival.’’ 3 “Can capitalism survive? No, I do 
not think it can, wrote Schumpeter, as his final appraisal of the future 
of capitalism. To him, the very success of capitalism “undermines the 

3 I. Addman, Theories of Economic Growth and Development , p. 108. 
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social institutions which protect it, and “inevitably” creates conditions in 
which it will not be able to live and which strongly point to socialism as 
the heir-apparent.” 4 

Process of the End of Capitalism. According to Schumpeter, 
capitalism can maintain itself only so long as entrepreneurs behave like 
knights and pioneers. But such daring innovators are being destroyed by 
the capitalist system itself which rests on a rational attitude. This 
enquiring, sceptical and rational attitude permeates the entire capitalist 
society. As a result, three forces are discernible, that are the beginning 
of the creeping death of capitalism. They are: (1) the decadence of the 
entrepreneurial function; (2) the disintegration of the bourgeois family; 
and (3) the destruction of the institutional framework of the capitalist 
society. 

In the early stages of capitalism, the driving force came from 
entrepreneurs who dared to innovate, to experiment, and to expand. 
But now innovation is reduced to a routine. Technological progress has 
become the business of teams of trained specialists. The new ‘lords’ of 
business are the managers, depersonalized owners and private 
bureaucrats. This reduces the industrial bourgeoisie to a class of 
wage-earners and thus undermines the function and the position of the 
entrepreneur as the “wamor knight." 

There is also the destruction of the bourgeoisie family. Parents adopt 
a rationalistic attitude in their behaviour towards children. The 
traditional family idea is weakened. The desire to found a “private 
kingdom”, a “dynasty” is no longer there The will to accumulate wealth 
gradually disappears and along with it another important aspect of the 
capitalist society. 

Finally, Schumpeter contends that the entrepreneur also tends to 
destroy the institutional framework of the capitalist society The 
tendency towards concentration into big concerns weakens and destroys 
the twin institutions of private property and freedom of contract In the 
case of big concerns, the proprietors are the small and large sharehol- 
ders who are “dematerialized” and “de functionalized” by the profes- 
sional, salaried managers. The proprietors’ role is performed by the 
latter while the former are totally divorced from active management 
According to Schumpeter, it was rationality that had destroyed the royal 
power in the past. Now again, it is the rationalistic attitude of the ruling 
group towards domestic and international problems that will be the 
bane of capitalism. But all these forces are not enough to ring the death 
knell of capitalism. It is, however, the active hostility of the intellectuals 
which is bringing the ‘day’ nearer. The intellectuals sow seeds of doubt 

4 J.A Schumpeter, Capitalism, Socialism, and Democracy, p. 61 
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and discontentment in the minds of the masses against the social and 
political framework of the capitalist order. By inciting the white-collar 
groups and the labouring classes thay are able to secure anti-capitalist 
political reforms. As a result, the institutional framework, upon which 
capitalism rests starts crumbling and there is a gradual movement 
towards socialism. Eventually capitalism would fade away without any 
bang or whimper. 


Criticism of the Theory 

“Schumpeter’s theory' must be ranked as a major performance, one 
worthy of such great economists as Smith, Mill, Marx, Marshall and 
Keynes.” 5 No doubt ‘it is replete with brilliant reasoning and insight of a 
great theorist,’ yet it is not free from criticisms. 

1. The entire process of Schumpeter’s theory is based on the innovator 
whom he regards as an ideal person. Such persons were to be found in 
the 18th and 19th centuries. At that time innovations were made by 
entrepreneurs or inventors. But now all innovations form part of the 
functions of a joint stock company. Innovations are regarded as the 
routine of industrial concerns and do not require an innovator as such. 

2. According to Schumpeter, economic development is the result of the 
cyclical process. The downswings and the upswings are not essential for 
economic development. As Nurkse has pointed out, economic develop- 
ment is related to continuous changes. 

3. Schumpeter’s contention that cyclical changes are due to innova- 
tions is also not correct. As a matter of fact, cyclical fluctuations may be 
due to psychological, natural, and financial causes. 

4. Again, Schumpeter regards innovations as the main cause of 
economic development. But this is far from reality because economic 
development not only depends on innovations but also on many 
economic and social changes. 


5. Schumpeter gives too much importance to bank-credit in his theory. 

Bank credit may be important in the short run when industrial concerns 
get credit facilities from the banks. But in the long run when the need 
for capital funds is much greater, bank credit is insufficient For this 
business houses have to float fresh shares and debentures in the capital 
market. . 1 

6. Schumpeter s analysis of the process of transition from capitalism to 
socialism is not correct. He does not analyse how a capitalist societv is 
transformed into socialism. He simply tells that the institutional 
framework of a cap.tahst society is transformed with changes in the 


•’G.M. Meier and E. Baldwin, op. tit., p. 95 
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functions of the entrepreneur. His analysis of the end of capitalism is 
emotional rather than real. 

To conclude with Meier and Baldwin, “Schumpeter’s broad socio- 
economic analysis of capitalist process is generally admired. Yet few 
seem prepared to accept its conclusions. His arguments are stimulating 

but not completely convincing Although Schumpeter’s analysis is 

provocative, it seems one-sided and over-emphasized.’' 6 

Schumpeter’s Analysis and Underdeveloped Countries 

The applicability of Schumpeter’s theory to underdeveloped countries 
is limited for the following reasons: 

1. Different Socio-Economic Order. Schumpeter’s theory corresponds 
to a particular socio-economic order that existed in Western Europe and 
America of the 18th and 19th centuries. In that period some of the 
prerequisites of growth already existed. In underdeveloped countries 
the socio-economic conditions are altogether different and the prere- 
quisites for development in the form of economic and social overheads 
are non-existent 

2. Lack of Entrepreneurship. The Schumpeterian analysis depends 
upon the existence of an entrepreneurial class. However, in under- 
developed countries adequate entrepreneurship in lacking. In such 
economies there are low profit expectations and low state of technolo- 
gies which do not encourage innovational investments in new plant and 
equipment Moreover, the lack of adequate power, transport, skilled 
personnel, etc. act as disincentives to entrepreneurial activity. 

3. Not Applicable to Socialist Countries. Schumpeter’s analysis is not 
applicable to the majority of underdeveloped countries which have 
socialist leanings For example, the introduction of social security 
measures and high progressive income taxes are inimical to the 
development of an entrepreneurial class because they tend to reduce 
profits. 

4. Not Applicable to Mixed Economies. Moreover, Schumpeter’s 
innovator is a private entrepreneur who does not fit in the present day 
mixed economies. In an underdeveloped country, government is the 
biggest entrepreneur. The main impetus for development comes from 
the public and the semi-public sectors. Thus, Schumpeter's innovator 
has a limited role to play in an underdeveloped country. 

5. Institutional Changes and not Innovations Needed. To start the 
development process and to make it self-sustaining it is not innovation 
alone but a combination of several factors like organizational structures, 
business practices, skilled labour and appropriate values, attitudes and 
motivations which are reguired. 

4 Ibid , pp 99 and 101 
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6. Assimilation of Innovations. According to Henry Waliich, the 
development process in underdeveloped countries is based, not on 
innovation, but on the assimilation of existing innovations. For, 
entrepreneurs in underdeveloped countries are not in a position to 
innovate. Rather, they adopt innovations taking place in advanced 
countries. 

7. Neglects Consumption. The Schumpeterian process is ‘production- 
oriented’ while the development process is ‘consumption-oriented’. This 
appraisal is applied in the current trend towards the welfare state in 
which demand and consumption play a leading role. 7 

8. Neglects Savings. Schumpeter’s exclusive emphasis on bank credit 
obscures the role of real savings in investment. It also undermines the 
importance of deficit financing, budgetary savings, public credit and 
other fiscal measures in economic development. 

9. Neglects External Effects. According to Schumpeter, development 
is the result of changes that arise from within the economy. But in 
underdeveloped countries, changes do not take place from within the 
economy rather they are the outcome of imported ideas, technology and 
capital. Backward technology, low saving potential and outmoded 
social, economic and political institutions are incapable of leading to 
development from “within” in underdeveloped economies. 


10. Neglects Population Growth. Further, Schumpeter failed to take 
into account the impact of the growth of population on the economic 
development of a country. High growth rate of population tends to 
lower the growth rate of a developing economy. 


11. Unsatisfactory Explanation of Inflationary Forces. In Schumpe- 
ter’s system inflationary impulses form an integral part of the process of 
development, but it involves no secular inflation. The long-term price 
level remains stable. However, in an underdeveloped economy the 
inflationary forces are very powerful. ‘Social demand, working through 
political and labour union channels seeks to extract from the'economy 
more than what, through domestic production and international trade, 
it can be made to yield. It is not only development and the associated 
investment that are responsible for inflationary tendencies, but the 
entire social climate of a demand-oriented economv ,K 
Conclusion All the same, Schumpeter’s theory underlines the 
importance of inflationary financing and innovations as the main factors 
m economic development. Inflationary financing is one of the potent 
method, winch ever,' underdeveloped country tries ,o use « one , toe or 


’Henry C. Waliich. Some Notes Tmunk •, -tv , 

and Singh (ed) op, n't., pp, tvj.^o; ' ° ^ crivci * Demand in Aggrawal 
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another. His analysis is relevant to underdeveloped countries from the 
standpoint of long range increase in productivity and absorption of 
surplus labour in gainful employment as a result of innovations. Though 
it purports to analyse the problems of western capitalism, “it can 
certainly give dues to problems that may arise in underdeveloped 
countries, once the process of industrialisation begins, as well as provide 
a lesson for avoiding waste and extra hardships that attend an 
unplanned uncoordinated development." - 



Chapter 13 

THE KEYNESIAN THEORY 


The Keynesian theory docs not analyse the problems of underdeveloped 
economics. It has relevance to advanced capitalist countries. But in 
order to find out how far the Keynesian theory is applicable to 
underdeveloped economies, it is better to summarise Keynes’ theory. 


Summary of Keynes’ Theory 

Total income is a function of total employment in a country'. The 
greater the national income, the greater the volume of employment 
resulting therefrom and vice versa. The volume of employment depends 
on effective demand. Effective demand determines the equilibrium 
level of employment and income. The effective demand is determined at 
the point where aggregate demand price equals aggregate supply price. 
Effective demand consists of consumption demand and investment 
demand. Consumption demand depends on the propensity to consume. 
The latter does not increase to the same extent as the increase in 
income. The gap between income and consumption can be made up by 
investment. If the requisite volume of investment is not forthcoming 
the aggregate demand price will fall short of aggregate supply price As 
a result, income and employment will fall till the gap is bridged ud 
T hus, variations in employment and income largely depend on 
investment. The volume of investment depends on the marginal 
effictency of capttal and the rate of interest. The ntargtnal efficiency of 
capttal ,s the expected rate of return from new caphal assets When 
prof,, expectations are high, businessmen invest more The nte of 
interest, the other determinant of investment depends n„ the V ' 
of money and the liquidity preference. No" i„« "m c m efn hT J 
cither by raisins the marginal efficiency of capital or bv Tow'S 
rate of interest. Though a rise in investment usuailv leads to ^ ^ *^ C 
in employment, this may no, happen if the pronensim t ™ 
at the same time. On the rnmnn, :_ P ., p tJ to COnsum e falls 


,:,ea. 

furlhet tncrease income and employmem. “ 

'J.M. Keynes. Tbr Cirnrrjl Tficitrynf t'ttipl.iytitcnt, IntcmtanJ Afaney, pp. HJ-ns. 
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become cumulative. As a result, a given rise in investment causes a 
multiple increase in income via the propensity to consume. This 
relationship between increment of investment and of income is called by 
Keynes, the multiplier K. The multiplier ‘‘establishes a precise 
relationship, given the propensity to consume, between aggregate 
employment and income and the rate of investment. ... It tells us that, 
when there is an increment of aggregate investment, income will 
increase by an amount which is K times the increment of investment.” 
The formula is A Y*=KAI, and 1 — 1/K represents the marginal 
propensity to consume. 'Hius the multiplier K-lfl—MPC. Since (he 
marginal propensity to consume falls with increase in income, it 
becomes necessary to inject large doses of investment for securing 
higher levels of income and employment within the economy. This, in 
brief, is Keynes’ theory of employment. 

Kenyes did not develop any systematic model of economic develop- 
ment in his Gereral Theory. This was left to hts predecessors like 
Harrod, Domar, Joan Robinson and others who made full use of the 
Keynesian tools to construct models of economic growth It is only in an 
essay entitled Economic Possibilities for Our Grand Children that 
Keynes suggested an outline of the fundamental conditions of economic 
progress. “They are: (i) our power to control population; (li) our 
determination to avoid civil wars and dissensions, (hi) our willingness to 
entrust to science, the direction of those matters which are properly the 
concern of science; and ( iv ) the rate of accumulation as fixed by the 
margin between our production and our consumption.” 2 

So far as the future of capitalism is concerned, Keynes was optimistic. 
He may be said to be a “prophet of boom.” Keynes regarded capitalism 
as a mechanism possessing great resilience and adaptability to mould 
itself according to circumstances. Keynes developed his theory of 
capitalist breakdown (secular stagnation) based on general over- 
production, chronic under-consumption, and the declining marginal 
efficiency of capital in future. The remedy he proposed was “deliberate 
state action.” 

Applicability of Keynes’ Theory to Underdeveloped Countries 

The Keynesian theory is not applicable to every socio-economic 
set-up. It only applies to advanced democratic capitalist economies. As 
Schumpeter wrote, “Practical Keynesianism is a seedling W’hich cannot 
be transplanted into foreign soil; it dies there and becomes poisonous 
before it dies. But left in English sod, this seedling is a healthy thing and 


*J.M. Keynes, Essays in Persuasion, p. 373. 
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promises both fruit and shade. All this applies to every bit of advice that 
Keynes ever offered .” 3 

Before we study the applicability of Keynesian economics to 
underdeveloped countries, it is essential to analyse the assumptions of 
Keynesian economics vis-a-vis the conditions prevailing in underde- 
veloped economies. 


Keynesian Assumptions and Underdeveloped Countries 

The Keynesian economics is based on the following assumptions 
which limit its applicability to underdeveloped countries: 

Cyclical Unemployment. The Keynesian theory is based on the 
existence of cyclical unemployment which occurs during a depression. It 
is caused by deficiency in effective demand. Umemployment can be 
removed by an increase in the level of effective demand. But the nature 
of unemployment in an underdeveloped country is quite different from 
that in a developed economy. In such economies unemployment is 
chronic rather than cyclical. It is not due to lack of effective demand but 
is the result of deficiency in capital resources. Apart from chronic 
unemployment, underdeveloped countries suffer from disguised unem- 
ployment. Keynes was concerned with the removal of involuntary 
unemployment and the problem of economic instability. So he did not 
refer to disguised unemployment and its solution. The remedy to the 
chronic and disguised unemployment is economic development to which 
Keynes paid no attention at all. Thus, the Keynesian assumptions of 
cyclical unemployment and economic instability are hardly'tenable in an 
underdeveloped economy. 

Short Period Analysis. The Keynesian economics is a short period 
analysis in which Keynes takes “as given the existing skill and quantity 
of available labour, the existing quantity and quality of available 
equipment, the existing technique, the degree of competition, the tastes 
and habits of the consumer, the disutility of different intensities of 
labour and of the activities of supervision and organisation as well as 
social structure ." 4 The development economics, however is a long 
period analysis in which all the basic factors, assumed by Keynes as 
given, change over time. 3 


Closed Economy. The Keynesian theory is based on the assumption of 
a closed economy. But underdeveloped countries are not closed 
economies. They are open economies in which foreign trade piavs a 
dominant role in developing them. Such economies primarily depend on 
the exports of agricultural and industrial raw materials and the imports 


b.A. Schumpeter. Ten Great Economists, op. tit., p. 275 
*J.M. Keynes, op. tit., p. 245, note t. 
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of capitaPgoods. Thus the Keynesian economics has little relevance to 
underdeveloped countries in this respect. 

Excess Supply of Labour and Complementary Factors. The Keynesian 
theory assumes an excess supply of labour and other complementary 
resources in the economy. The analysis refers to a depression economy 
where “the industries, machines, managers and workers, as well as 
consumption habits, are all there, only wanting to resume their 
temporarily suspended functions and role." 5 But in underdeveloped 
economies there is no temporary suspension of economic activity. 
Economic activity is static. Capital, skills, factor supplies and economic 
infrastructure are woefully lacking. 

Labour and Capital Simultaneously Unemployed. Moreover, it can be 
inferred from the above assumption that labour and capital are 
unemployed simultaneously, according to the Keynesian analysis. When 
labour is unemployed, capital and equipment are also not fully utilized 
or there is excess capacity in them But this is not so in underdeveloped 
countries. When labour is unemployed, there is no question of capital 
being unutilized because there is acute shortage of capital and 
equipment. 

Tools of Keynesian Economics and Underdeveloped Countries 

Thus, the assumptions on which the Keynesian theory is based are not 
applicable to the conditions prevailing in underdeveloped countries. We 
now study the principal tools of the Keynesian theory to test their 
validity to underdeveloped countries. 

1. Effective Demand. Unemployment is caused by the deficiency of 
effective demand, and to get over it, Keynes suggested the stepping up 
of consumption and non-consumption expenditures. In an underde- 
veloped country, however, there is no involuntary unemployment but 
disguised unemployment Unemployment is caused not by lack of 
effective demand but by lack of complementary resources. The concept 
of effective demand is applicable to those economies where unemploy- 
ment is due to excess savings; and in such a situation the remedy lies in 
stepping up the levels of consumption and investment through various 
monetary and fiscal measures. But in an underdeveloped economy, 
income levels are extremely low, the propensity to consume is very high 
and savings are almost nil AH efforts to increase money incomes 
through monetary and fiscal measures will, in the absence of com- 
plementary resources, lead to price inflation Here the problem is not 
one of raising the effective demand but one of raising the levels of 
employment and per capita income in the context of economic 

*A.O Hirschman. The Strategy of Economic Development, p Si 
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development. “The economic progress consists of two distinct categor- 
ies; one, where given the level of economic development, you move 
from low employment to full employment, and the other, where you 
move from full employment at a given level of economic development to 
full employment at the next higher level of economic development. The 
Keynesian thesis applies only to the first category." 6 

2. Propensity to Consume. One of the important tools of Keynesian 
economics is the propensity to consume which highlights the rela- 
tionship between consumption and income. When income increases, 
consumption also increases but by less than the increment in income. 
This behaviour of consumption further explains the rise in saving as 
income increases. In underdeveloped countries these relationships 
between income, consumption and saving do not hold. People are very 
poor and when their income increases, they spend more on consumption 
goods because their tendency is to meet their unfulfilled wants. The 
marginal propensity to consume is very high in such countries, whereas 
the marginal propensity to save is very low. The Keynesian economics 
tells us that when the MPC is high, consumer demand, output and 
employment increase at a faster rate with the increase in income. But in 
an underdeveloped country it is not possible to increase the production 
of consumer goods due to the scarcity of co-operant factors, when 
consumption increases with the rise in income. As a result, prices rise 
instead of a rise in the level of employment. 

3. Propensity to Save. On the saving side, Keynes regarded saving as a 
social vice for it is excess of saving that leads to a decline in aggregate 
demand. Again, this idea is not applicable to underdeveloped countries 
because saving is the panacea for their economic backwardness. Capital 
formation is the key to economic development, and capital formation is 
possible through increased saving on the part of people. Underde- 
veloped countries can progress by curtailing consumption and increasing 
saving, as opposed to the Keynesian view of raising consumption and 
reducing saving. To underdeveloped countries, saving is a virtue and not 
a vice. 


4. Marginal Efficiency of Capital. According to Keynes one of the 
important determinants of investment is the marginal efficiency of 
capital. Diere is an inverse relationship between investment and MEC 
When investment increases, the MEC falls, and when investment 
declines, the MEC rises. This relationship is however not applicable to 
underdeveloped countries. In such economies, investment is at a low 
.level and the MEC is also low. This paradox is due to the lack of capital 
and other resources, small size of the market, low income, low demand, 


*V.K.R.V. 
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high costs, underdeveloped capital and money markets, uncertainties, 
etc. All these factors keep the MEC (profit expectations) and 
investment at a low level. 

5. Rate of Interest. The rate of interest is the second determinant of 
investment in the Keynesian system. It is, in turn, determined by 
liquidity preference and the supply of money. Of the motives for 
liquidity preference, the transaction and precautionary motives are 
income elastic and they do not influence the rate of interest. It is only 
the demand for money for the speculative motive that affects the rate of 
interest. In underdeveloped countries, the liquidity preference for 
transaction and precautionary motives is high and for the speculative 
motive low. Therefore, liquidity preference fails to influence the rate of 
interest. The other determinant of the interest rate is the supply of 
money According to Keynes, increase in the supply of money lowers 
the interest rate and encourages investment, income and the level of 
employment. But in underdeveloped countries, an increase in the 
supply of money leads to the rise in prices rather than to the fall in 
interest rate. The rate of interest in such countries is not influenced so 
much by the demand for and supply of money as by traditions, customs 
and institutional factors 

6. The Multiplier. Prof. V.K.R V. Rao has analysed the feasibility of 
applying the Keynesian multiplier theory and policy implications to an 
underdeveloped country like India 7 According to Rao, Keynes never 
formulated the economic problems of underdeveloped countries nor did 
he discuss the relevance to these countries of either the objective or the 
policy that he proposed for the more developed countries. The result 
has been. a rather unintelligent application of Keynesian economics to 
the problems of underdeveloped countries. The Keynesian concept of 
multiplier is based on the following four assumptions: 

(a) Involuntary unemployment 

(b) An industrialized economy where the supply curve of output 
slopes upward toward the right but does not become vertical till after a 
substantial jntervaf. 

(e) Excess capacity in the consumption goods industries. 

(d) Comparatively elastic supply of the working capital required for 
increased output. 

Given these assumptions, if we apply the multiplier theory on 
underdeveloped countries, the value of the multiplier will be apparently 
much higher than even in a developed country. We know that the 
multiplier depends on the size of the marginal propensity to consume. 
Since in an underdeveloped country the marginal propensity to consume 

’The analysis that follows is based on V K R V. Rao, op. at , Ch 2, 
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is fairly high, small increments of investment are likely to induce full 
employment much earlier than in a rich country where the marginal 
propensity to consume is low. This is something paradoxical and 
contrary to facts. For the assumptions on which the multiplier theory' is 
based do not hold valid in the case of an underdeveloped country. Let us 
test them in the light of conditions prevailing in an underdeveloped 


country like India. 

(a) Involuntary Unemployment. Involuntary’ unemployment in the 
Keynesian analysis is associated with a capitalist economy where the 
majority of workers work for wages and where production is more for 
exchange than for self-consumption. According to Professor Dasgupta, 
the organised sector of an underdeveloped economy, with its large-scale 
industries and fairly well-developed banking system, comes under the 
scope of Keynesian economics, for it presents the features of a 
capitalistic economy. But involuntary unemployment in this sector is 
insignificant when considered in relation to the total working population 
of the country . 8 

In fact, in an overpopulated underdeveloped country there exists 
disguised unemployment. In such an economy, the existence of 
disguised unemployment instead of involuntary' unemployment hinders 
the working of the multiplier theory. The secondary, tertiary' and other 
effects of the initial increment of investment do not follow mainly 
because there is no labour force willing to accept employment at the 
current wage level. The disguised unemployed are not available at the 
current wage level because, firstly, they are not conscious of the fact 
that they are unemployed, and secondly, they are already receiving a 
real income which gives them at least as much satisfaction as they would 
get from the current wage level. Thus, the absence of involuntary' 
unemployment and the presence of disguised unemplovment in under- 
developed countries retard the operation of the multiplier towards 
increasing output or employment. 


(b) Inelastic Supply Curve of Output. The supply curve of output in 
an underdeveloped country is inelastic which renders the working of the 
multiplier all the more difficult. The reason is that the nature of the 
consumption goods industries is such that thev are unable to expand 
output and offer more employment. The main consumption good< 
industry m an underdeveloped country is agriculture which is almost 
stagnant. The supply curve of agricultural output is backward sloping sc 
that an mercase in the value of output does not necessarily lead to an 
increase m the volume of output. This is because in the short run 
necessary faaht.es are not available to the agricultural producers for 
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increasing output. As a result, the secondary, tertiary and other 
increases in income, output and employment do not come about with an 
initial increment of investment. The primary increase in income is spent 
on food and its multiplier effect is lost. 

Since the marginal propensity to consume is high in underdeveloped 
countries, the increased income is spent on self-consumption of food 
products by the fanners which leads to a reduction of the marketable 
surplus of foodgrains. This, in turn, leads to a rise in the prices of 
foodgrains in the non-agricultura! sector without a rise in aggregate real 
income. The possibility of spending more by the agriculturists on 
non-agricultura! goods is, however, limited because there is little excess 
capacity in industries Output is difficult to increase due to the 
non-availability of sufficient raw materials, capital equipment and 
skilled labour. Thus, concludes Dr Rao, “the primary increase in 
investment, and therefore, increase in income and employment leads to 
a secondary and a tertiary increase in income but not to any noticeable 
increase in output or employment, either in the agricultural or the 
non-agricultural sector. The multiplier principle, therefore, works with 
reference to money income but not with reference either to real income 
or employment ” 

Similarly, the absence of conditions (c) and (d) in an underdeveloped 
country renders the operation of the multiplier difficult Absence of 
excess capacity in consumption goods industries coupled with a 
comparative inelastic supply of working capital for increasing output 
prevent the required increase in the output of consumption goods 
industries and the resultant therein. 

Thus, the obvious conclusion is that the Keynesian principle of 
multiplier does not operate in an underdeveloped country like India 
mainly due to two reasons: firstly, involuntary unemployment of the 
Keynesian type is not to be found, and secondly, the supply of 
agricultural and non-agricultural output is inelastic due to the working 
of certain factors peculiar to such economies. 

7. Policy Measures. Not only this, even the Keynesian policy prescrip- 
tions are hardly tenable under the conditions prevailing in underde- 
veloped countries. Rao maintains that an attempt to increase invest- 
ment through deficit financing leads to an inflationary nse in prices 
rather than to an increase in output and employment He is, therefore, 
of the view that “the economic policy of deficit financing and disregard 
for thrift advocated by Keynes for securing full employment does not 
apply in the case of an underdeveloped country.” But in another essay 
“Deficit Financing for Capita! Formation and Price Behaviour in an 
Underdeveloped Economy,” he contends that deficit financing for 
capital formation does not lead to inflation since it is used for increasing 
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the capacity and thereby imparting elasticity to the supply curve of 
output. However, a certain measure of price rise is inevitable but it is of 
a “self-liquidating character.” He points out that “the only question is 
the extent to which it is wise to resort to deficit financing; and the 
obvious answer is that deficit financing should not be resorted to beyond 
the point at which it becomes inflationary.” 

Dasgupta advocates the use of the Keynesian policy of public 
investment to achieve a higher standard of living and to provide 
increasing employment opportunities in underdeveloped countries. But 
in the absence of adequate public savings and the flow of foreign capital, 
he advocates deficit financing which if not accompanied by a system of 
price and capital issue controls, in the transitional period, will lead to 
inflationary rise in prices. According to Rao, in underdeveloped 
countries “the old-fashioned prescription of work harder and save more 
still seems to hold as the medicine for economic progress” than the 
Keynesian hypothesis that consumption and investment should be 
increased simultaneously. But it cannot be denied that though the 
Keynesian policy prescriptions do not apply in toto to the problems of 
underdeveloped countries, yet the Keynesian tools of analysis are 
indispensable for understanding the problems of such economies. 

To conclude with Dasgupta: “Whatever the generality of the General 
Theory may be in the sense in which the term ‘general’ was used by 
Keynes, the applicability of the propositions to the General Theory to 
conditions of an underdeveloped economy is at best limited .” 9 


9 finU, p. 34. 



Chapter 14 

ROSTOW’S STAGES OF ECONOMIC GROWTH 


Professor W W Rostov/ has sought an historical approach to the 
process of economic development He distinguishes five stages of 
economic growth, viz., (1) the traditional society; (2) the pre-conditions 
for take-off; (3) the take-off; (4) the drive to maturity; and (5) the age of 
high mass-consumption 

The Traditional Society 

A traditional society has been defined “as one whose structure is 
developed within limited production functions based on pre-Newtonian 
science and technology and as pre-Newtonian attitudes towards the 
physical world ”* This does not mean that there was little economic 
change in such societies In fact, more land could be brought under 
cultivation, the scale and pattern of trade could be expanded, 
manufactures could be developed and agricultural productivity could be 
raised along with increase in population and real income But the 
undeniable fact remains that for want of a regular and systematic use of 
modem science and technology *a ceiling existed on the level of 
attainable output per head’ It did not lack inventiveness and innova- 
tions, but lacked the tools and the outlook toward the physical world of 
the post-Newtonian era 

The social structure of such societies was hierarchical in which family 
and clan connections played a dominant role Political power was 
concentrated in the regions, in the hands of the landed aristocracy 
supported by a large retinue of soldiers and civil servants. More than 75 
per cent of the working population was engaged in agriculture. 
Naturally, agriculture happened to be the main source of income of the 
state and the nobles, which was dissipated on the construction of 
temples and other monuments, on expensive funerals and weddings and 
on the prosecution of wars 


'W W Rosiow, The Stages of Economic Gro n th. 1960, Also, the Process of Economic 
Growth, 1953, Trends in the Allocation of Resources in Secular Growth, Ch 15 in 
Economic Progress, (ed,) L II Dupnez and D C Hague, 1955. "The Take-off into 
Self-Sustained Growth’, in Aggarwal A. Smgh, op cit , 'The Stages of Economic 
Growth," Economic History Review, August 1969 
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The Pre-conditions for Take-off 

The second stage is a transitional era in which the pre-conditions for 
sustained growth are created. The pre-conditions for sustained growth 
were created slowly in Britain and Western Europe, from the end of the 
15th and the beginning of the 16th centuries, when the Mediaeval Age 
ended and the Modern Age began. The pre-conditions for take-off were 
encouraged or initiated by four forces: The New Learning or Renais- 
sance, the New Monarchy, the New World and the New Religion or the 
Reformation. These forces led to ‘Reasoning’ and ‘Scepticism’ in place 
of ‘Faith’ and ‘Authority’, brought an end to feudalism and led to the 
rise of national states; inculcated the spirit of adventure which led to 
new discoveries and inventions and consequently the rise of the 
bourgeoisie — the elite — in the new mercantile cities. Thus these forces 
were instrumental in bringing about changes in social attitudes, 
expectations, structure and values. Generally speaking, the pre- 
conditions arise not endogenously but from some external invasion. For 
example, the pre-conditions ended in Europe (excluding Britain) with 
the domination of Napoleon Bonaparte whose victorious armies set in 
motion new ideas and attitudes which brought about changes in the 
structure of traditional societies and paved the way for the unification of 
Germany and Italy. 

In any case, the process of creating pre-conditions for take-off from 
traditional society follosvs along these lines: 


‘‘The idea spreads that economic progress is possible and is a 
necessary condition for some other purpose, judged to be good; be it 
national dignity, private profit, the general welfare, or better life for the 


children. Education for some at least, broadens and changes to suit the 
needs of modern activity. New types of enterprising men come forward 
in the private economy, in government, or both, willing to mobilize 
savings and to take risks in pursuit of profit to modernization. Banks 
and other institutions for mobilizing capital appear, investments 
increase, notably in transport, communications and in raw materials in 
which other nations may have an economic interest. The scope of 
commerce, internal and external, widens. And here and there, modern 
manufacturing enterprise appears, using the new methods.” 2 

The pre-conditions for sustained industrialization, according to 
Kostmv. have usually required radical changes in three non-industrial 
.colors. First, a build-up of social overhead capital, especially in 
transport, nr order to enlarge the extern cl the market, to exploit natural 
resources product, vely and allow the state to rule effectively. 

. econd. a technological revolution in agriculture so that agricultural 


2 Ihid., pp. 6 - 7 . 
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productivity increases to meet fhe requirements of a rising general and 
urban population 

Third, an expansion of imports, including capital imports, financed by 
efficient production and marketing of natural resources for exports. 

The continuous development and expansion of modem industry was 
mainly possible by the ploughing back of profits into fruitful investment 
channels As Rostow says* “The essence of the transition can be 
described legitimately as a rise in the rate of investment to a level which 
regularly, substantially and perceptibly outstrips population growth.” 

The role of social and political factors in creating the pre-conditions 
has already been explained in the beginning of this ‘stage’. But the 
political forces deserve further explanations with reference to underde- 
veloped countries and colonial territories. 

It was “reactive nationalism” — reaction against the fear of foreign 
domination which acted as a potent force in bnpging a6ouf the 
transition. In Japan it was the demonstration effect, not of high profits 
or new manufactured consumers’ goods, but of the Opium War in China 
in the early 1840’s and Commodore Perry’s seven black ships, a decade 
later, that cast the die for modernization 

But in the colonies, the policy followed by the colonial power to build 
up social overhead capital, ostensibly to meet its own requirements, 
helped in moving the traditional society along the transitional path. The 
spread of modem education brought about a gradual transformation in 
thought, knowledge and athtude of the people, and a growing spirit of 
nationalism started resenting the colonial rule. Lastly, under the 
influence of a powerful international demonstration effect, people 
wanted the products of modem industry and modem technology itself. 

The Take-off 

The take-off is the ‘great watershed' in the life of a society “when 
growth becomes its norma! condition . , forces of modernization 

contend against the habits and institutions. The value and interests of 
the traditional society make a decisive breakthrough; and compound 
interest gets built into the society’s structure.” By the phrase compound 
interest Rostow implies ‘that growth normally proceeds by geometric 
progression, such as a saving account if interest is left to compound with 
principal.’ At another place, Rostow defines the take-off “as an 
industrial revolution, tied directly to radical changes in the methods of 
production, having their decisive consequence over a relatively short 
period of time.” 

The take-off period is supposed to be short, lasting for about two 
decades. Rostow has given the following tentative take-off dates _for 
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those countries which are considered to be airborne. 


Country 

Take-off 

Country 

Take-off 

Great Britain 

1783-1802 

Japan 

1878-1900 

France 

1830-1860 

Russia 

1890-1914 

Belgium 

1833-1860 

Canada 

1896-1914 

United States 

1843-1860 

Argentina 

1935 

Germany 

1850-1873 

Turkey 

1937 - 

Sweden 

1868-1890 

India 1 
China! 

1952 


Conditions for Take-off. The requirements of take-off are the 
following three related but necessary conditions: 

“(1) A rise in the rate of productive investment from, say, 5 per cent 
or less to over 10 per cent of national income or net national product; 

(2) the development of one or more substantial manufacturing 
sectors with a high rate of growth; 

(3) . the existence or quick emergence of a political, social and 
institutional framework which exploits the impulses to expansion in the 
modern sector and gives to growth an outgoing character.” 3 Let us 
examine these conditions in detail. 

(1) Rate of Net Investment over 10 Per Cent of National Income. One 
of the essential conditions for take-off is that the increase in per capita 
output should outstrip the growth of population to maintain a higher 
level of per capita income in the economy. As Rostow explains: “If we 
take the marginal capital/output ratio for economy in its early stages of 
economic development at 3.5:1 and if we assume, as is not abnormal, a 
population rise 1-1.5 per cent annum it is clear that something between 
3.5 and 5.25 per cent of NNP must be regularly invested if NNP per 
capita is to be sustained. An increase of 2 per cent per annum in NNP 
per capita requues, under these assumptions that something between 
10.> and 12.5 per cent of NNP be regularly invested. By definition and 
assumption, then, a transit, on from relatively stagnant to substantial 
regular nse >n NNP per capita under typical population conditions 
requires that the proportion of national product productively invested 

inThe vidnitvoT Tper cem ° f 5 PCr Cem t0 something 

,cmain COm,am - " ,hus eto of increased l“b OU r r foree 

^Ibid . , p. 3Q. 

4 Ibid., pp. 52-53 and 57. 
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and improved technology on national income. However, during the 
take-off capital-output ratio tends to decline with the change in 
investment pattern and a rise in the proportion of net investment to 
national income takes place from 5-10 per cent, thus definitely 
outstripping the growth of population. 

(2) Development of Leading Sectors. Another condition for take-off is 
the development of one or more leading sectors in the economy. 
Rostow regards the development of leading sectors as the ‘analytical 
bone structure’ of the stages of economic growth. There are generally 
three sectors of an economy: 

(a) Primary Growth Sectors, where possibilities of innovation or of 
exploiting new or unexplored resources lead to a higher growth rate 
than in the rest of the economy The cotton textiles of Britain and New 
England in the early stages of growth fall into this category. 

(b) Supplementary Growth Sectors, where rapid growth takes place 
as a consequence of development in the primary growth sectors. For 
example, the development of railways is a primary growth sector and 
the expansion of iron, coal and steel industries may be regarded as a 
supplementary growth sector 

(c) Derived Growth Sectors, where growth takes place “in some 
fairly steady relation to the growth of total income, population, 
industrial production or some overall modestly increasing variable.” For 
example, the production of food and the construction of houses in 
relation to population. 

Historically, these sectors have ranged from textiles in Britain and 
New England to railways in the United States, the USSR, Germany and 
France; to modem timber cutting in Sweden In addition, modem 
agriculture also forms part of the leading sectors For example, the rapid 
growth of Denmark and New Zealand has been due to the scientific 
production of bacon, eggs, and butter, and mutton and butter 
respectively. Thus, “there is clearly, no one sectoral sequence to 
take-off, no single sector which constitutes the magic key ” 

According to Rostow, the rapid growth of the leading sectors depends 
upon the presence of four basic factors' 

First, there must be an increase in the effective demand of their 
products generally brought about by dishoarding, reducing consump- 
tion, importing capital or by a sharp increase in real incomes. 

Second, a new production function along with an expansion of 
capacity must be introduced into these sectors 

Third, there must be sufficient initial capital and investment profit 
for the -take-off in these leading sectors. 

Lastly , these leading sectors must introduce expans-'"" '' r/M1,pu * 
other sectors through technical transformations. 
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(3) Cultural Framework that Exploits Expansion. The last require- 
ment for take-off is the existence or emergence of cultural framework 
that exploits the impulses to expansion in the modem sector. A 
necessary condition for this is the ability of the economy to mobilize 
larger savings out of an expanding income to raise effective demand for 
the manufactured products, and to create external economies through 
the expansion of leading sectors. As Rostow says, “Take-off requires 
the massive set of pre-conditions, going to the heart of a society s 
economic organization, its politics and its effective scale of values. ... It 
usually witnesses a definitive social, political and cultural victory of 
those who would modernize the economy over those who would either 

cling to the traditional soci- 
ety or seek other goals- 
....By and large, it per- 
suades the society to persist 
and to concentrate its 
efforts on extending the 
tricks of modern technolo- 
gy beyond the sectors mod- 
ernized during the take- 
off.” 5 



The take-off stage is ex- 
plained in Fig. 14.1. The 
horizontal axis represents 
NNP and the vertical axis 
the amount of saving, net 
investment and capital. 5 is the saving schedule. KoY 0 and K t Y, are the 
curves of capital-output ratio drawn as downward sloping to simplify the 
figure. They are drawn parallel to each other to indicate a constant 
capital-output ratio, i.e., OKJOY 0 =OK X IOY X . TYJY 0 Y X is the 
marginal capital-output ratio. 

To start with, the society has a very flat saving curve and a very steep 
capital-output ratio curve in the pretake-offstage. It implies that people 
save little out of their income and the capital-output ratio is very high. 
In the time period 0, as 0I o net investment is made it tends to increase 
becomes productive in time period 1 and raises 
NNP to OY t . Then m the take off stage when 0/ I (=T I Y I ) investment 
takes place, some major stimulus leads to the growth of the productive 
capital more quickly leading to a fall in the capital-output ratio to 
JiY,/Y,Y 2 . As a result, the investment pattern changes and the 


s lbid., p. 5S. Italics mine. 
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capital-output ratio curve becomes flatter. It is T t Y 2 . NNP increases to 
OY 2 which further raises net investment to OI 2 (=T 2 Y 2 ). The economy 
has taken off, and if this pattern of growth is continued it will become 
self-sustained. 

Thus, the take-off is initiated by a sharp stimulus, such- as the 
development of a leading sector or a political revolution which brings an 
outgoing change in the production processes, a rise in proportion of net 
investment to over 10 per cent of national income outstripping the 
growth of population. ■ , 

The Drive to Maturity 

Rostow defines it “as the period when a society has effectively applied 
the range of (then) modem technology to the bulk of its resources.” It is 
a period of long sustained economic growth extending well over four 
decades. New production techniques take the place of the old ones. 
New leading sectors are created. Rate of net investment is well high 
over 10 per cent of national income And the economy is able to 
withstand unexpected shocks. 

Rostow gives the symbolic dates for technological maturity of the 
following countries: 


Great Britain 

1850 

Sweden 

1930 

United States 

1900 

Japan 

1940 

Germany 

1910 

Russia 

1950 

France 

1910 

Canada 

1950 


When a country is in the stage of technological maturity, three 
significant changes take place 1 

First, the character of working force changes. It primarily becomes 
skilled. People prefer to live in urban areas rather than in rural Kcaf 
wages start rising and the workers organize themselves in order to have 
greater economic and social security 
Second, the character of entrepreneurship changes Rugged and 
'hardworking masters give way to polished and polite efficient marfl?'"' 

Third, the society feels bored of the miracles of industrialization 115 
wants something new leading to a further change. 

The Age of High Mass-Consumption j, y r j, s 

The age of high mass-consumption has been cfiara £ f ^deraW' 
migration to suburbia, the extensive use of the automoW" 0 
consumers’ goods and household gadgets. In tb |SSta ^^«f*oMec 3 
attention of the society is shifted from supply to denj^^/p, ^ widest 
of production to problems of consumption and • 
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sense." However, three forces are discernible that tend to increase 
welfare in this post-maturity stage. First, the pursuit of national policy 
to enhance power and influence beyond national frontiers. Second, to 
have a welfare state by a more equitable distribution of national income 
through progressive taxation, increased social security and leisure to the 
working force. Last, decisions to create new commercial centres and 
leading sectors like cheap automobiles, houses, and innumerable 
electrically operated household devices, etc. 

The tendency towards mass consumption of durable consumer goods, 
continued full employment and the increasing sense of security has led 
to a higher rate of population growth in such societies. 

Historically, the United States was the first to reach the age of high 
mass consumption in the 1920’s, followed by Great Britain in the 1930’s, 
Japan and Western Europe in the 1950's and the Soviet Union after the 
death of Stalin. 


Criticism of the Stages of Economic Growth 

“Rostow’s The Stages of Economic Growth is the most widely 
circulated and highly commented piece of economic literature in recent 
years. Economists are one in doubting the authenticity of the division of 
economic history into five 'stages of growth - as presented by Rostow. 
Arc these ‘stages’ inevitable like birth and death or do they follow a set 
‘sequence’ like childhood, adolescence, maturity and old age? Can one 
tell with sufficient precision that one stage is complete and the other has 
begun? To maintain that every economy follows the same course of 
development with a common past and the same future is to over 
schematize the complex forces of development and to give the sequence • 
of stages a generality that is unwarranted." 6 Let us comment on these 
‘stages' m detail. 

(1) Traditional Society not Essential Tor Development. A number of 
nations such as the United States. Canada, New Zealand and Australia 
were bom free of traditional societies and they derived the precondi 
tions from Britain, a country already advanced. So it is not essential for 
growth that a country must pass through the first stage 

(2) Preconditions may not Precede the Take-ofT. In the C oc P 

‘preconditions', it is not necessary that they must precede the take off 

For example, there is no rcase. • elicvn ih-,. 1 on - 

, .:»* Clleve that an acr cultural 


revolution and accumulation of se ■ 
take place before the take-off, 

“G.M. Meier. .Lejdine /sores in 
review of R. ’ * 'l.ises' wrote that ^ 
nhieb cws, . , vs on how one sty •• 
into anvlfc ' ' ■ easonablv be * 
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(3) Overlapping in the Stages. In fact; the experience of most 
countries tells us that development in agriculture continued even in the 
take-off stage. The take-off in the case of New Zealand and Denmark is 
attributed to agricultural development. Similarly, social overhead 
capital in transport, especially in railways, has been one of the leading 
sectors in the take-off, as Rostow himself tells us. It shows that there is 
considerable overlapping in the different stages. 

(4) Criticism of the Take-off. The most widely discussed and 
controversial stage is the take-off. As Cairncross has stated: “The stage 
that has struck the public mind most forcibly is undoubtedly that of the 
take-off. Largely, no doubt, because the aeronautical metaphor — 
prolonged in the phrase “into self-sustained growth’’ — suggests at once 
an effortlessness and finality congenial to modern thought. The 
reactions of historians and economists have been less favourable. They 
have grown accustomed to emphasizing the continuity of historical 
change, to tracing back io a previous age the forces producing a social 
explosion and to explaining away the apparent leaps in economic 
development. They are inclined, therefore, to regard Rostow as a latter 
day Toynbee, stressing a discontinuity that is no more than symptomatic 
of the underlying forces at work and making the symptoms more 
decisive than they really were ”? 7 

The Take-off Dates are Doubtful. Economic historians are sceptical 
about the take-off dates suggested by Rostow. The dates also vary from 
publication to publication. For instance, the take-off year for India in 
the article. The Take-off into Self-sustained Growth was given as 1937, 
while in the later publications it has been put as 1952 Iri fact, it will take 
many years of research to determine the correctness or otherwise of the 
dates suggested by Rostow 

Possibilities of Failure not Considered According to Habakkuk. “In 
his aeronautical concept of growth he (Rostow) ignored the bump 
downs and crash landings.” 

Further, 'the analysis of the take-off neglects the effect of historical 
heritage, time of entry into the process of modem economic growth, 
degree of backwardness, and other relevant factors on the characteris- 
tics of the early phases of modern economic growth in the different 
countries.* 

, Even the necessary conditions for take-off are not without limitations. 

(a) Growth Rate of Investment is Arbitrary. The first condition, of a 
rise in the rate of productive investment to over 10 per cent of national 
income is arbitrary. As Das Gupta has remarked, “What is the sanctity 
about his particular percentage, except that with 10 per cent annua! 


7 A K. Cairncross, op at , p 138 
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saving one may expect an economy to acquire a higher trend of per 
capita income unless the capital-output ratio and the rate of population 
growth are abnormally high. A demarcation along this line is surely 
arbitrary'.” 8 Moreover, there is no historical data to justify a sharp 
increase in the saving-income ratio at the beginning of industralization. 
On the contrary, this ratio has been increasing gradually as growth 
proceeded. 

(b) Some Specific Industries cannot be the Leading Sectors. The 
second condition relates to the rapid development of leading sectors. 
Rostow has laid emphasis on a limited number of leading sectors like 
textiles, railroads, etc. But economic growth has not always been 
governed by the development of a few leading sectors. Cairncross 
questions the utility of this idea in helping us understand the take-off. 
And there appears to be no basis on which to recognize a leading sector 
exante. He asks, “What connection is there between the conception and 
later stages? Why must the leading sectors be in manufacturing? If 
railway building can qualify, why not retail distribution or agriculture?” 9 

(c) Little Difference between the First and Third Condition. The last 
condition for take-off is the existence or emergence of a cultural 
framework which gives to growth an outgoing character. According to 
Rostow, the necessary condition for this is the ‘capacity to mobilize 
capital, from domestic sources,’ and this is in fact nothing else but the 
first condition of take-off restated. Moreover, as Cairncross opines, “A 
definition in these terms tells us nothing about the factors at work since 
we can only deduce their existence from the fact of take-off, never the 
likelihood of take-off from the ascertained fact of their existence.” 50 

(5) The Stage of Drive to Maturity Puzzling and Misleading. It 
contains all the features of the take-off— rate of net investment over 10 
per cent of national income, development of new production techni- 
ques, leading sectors and institutions. Then where lies the need for a 
separate stage where the growth process becomes self-sustained. It can 
be self-sustained even in the take-off stage. In fact, as observed by 
Kuzncts, “no growth is purely self-sustaining or self-limiting. The 
characterization of one stage of growth as self-sustained and of others, 
by implication, as lacking that property, requires substantive evidence 
and analysis not provided by Rostow.” 11 

(6) The Stage of High Mass Consumption not Chronological The age 
of high mass consumption is so defined that certain countries like 
Australia and Canada have entered this stage before even reaching 

"A.K. Dascupta. Planning and Economic Growth, p. 58 

‘‘Op. dr., p. 142. ' 

,0 fbid„ p. 143. 

"In G.to. Meier, op. cit. 
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maturity. According to one critic, “the period of mass-consumption is 
nothing else but minus its ideological overtone.” 

Importance and Limitations of Take-off for Underdeveloped Countries 

Importance. The concept of take-off is ideally suited for the 
industrialization of underdeveloped countries. As Dasgupta has written, 
“The term lacks precision and yet it is suggestive and can be given 
interpretation which is useful for an understanding of the process of 
economic development of an underdeveloped country. It is indeed the 
vagueness of the term that gives it strength for one can put an 
interpretation upon it to suit the conditions of the economy in which one 
is interested. 

Of the three necessary conditions ror take-off, the first two, namely, 
capital formation over 10 per cent of national income and the 
development of one or more leading sectors, are helpful in the process 
of industrialization of underdeveloped countries. So far as the first 
condition is concerned, there can be little doubt about achieving that 
percentage. But the second condition can be moulded to suit a country’s 
environments. For instance, the leading sectors can be in agriculture or 
in the production of primary products for exports The last condition is 
more important in the context of underdeveloped countries where 
monetary and political institutions, and skills and technology are at a 
low level whereby they retard the expansion of the modem sector. 

Limitations 

From the standpoint of underdeveloped countries the take-off has the 
following limitations 

Capital-Output Ratio not Constant. In calculating the aggregate 
capital requirements of underdeveloped countries Rostow takes a 
constant capital-output ratio This implies constant returns to scale This 
assumption is valid in the case of advanced economies But underde- 
veloped economies are characterized by the predominance of agricul- 
ture and primary production. Given unchanged techniques and increas- 
ing population, their natural resources result in conditions of dimi- 
nishing returns to scale for the expansion of the economy as a whole.* 

Silent over the Removal of Unemployment. Dasgupta regards the 
‘elimination of an accumulated backlog of unemployment’ as ‘the 
minimum that the take-off must accomplish’ in an underdeveloped 
economy. According to him, "once full employment is secured the 
economy is raised to a level where growth is self-sustained and 

u Op. at , p 156 

”H Myint, The Economics of the Developing Countries. 1964 
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spontaneous.” Taking India’s case, he says. “Judged by the employment 
criterion, despite ail the investment that has taken place over the 
period, our economy seems to be receding." Therefore, it is imperative 
for an over-populated country to have the elimination of unemployment 
as one of the conditions for take-off. 

Element of Ambiguity. Besides, there is an element of ambiguity in 
this concept of take-off when applied to an underdeveloped' country. 
During the take-off investment increases with a rise in the national 
income without reducing the average propensity to consume. Technical- 
ly speaking, there is an “excess of the ‘marginal’ rate of saving over the 
average rate of saving, so that the average rate keeps on rising. . . . 
(and) the final levpl is characterized by a constant, though high, average 
rate of savings.” To Dasgupta, “This does not seem to be a sensible 
interpretation. For even in a highly developed economy the average rate 
of saving may not remain constant.” 

Economic Development not Spontaneous. The concept of take-off 
suggests an element of spontaneity which is of little significance in the 
context of an underdeveloped economy. But “a take-off is not an 
instantaneous process. It is an exercise that requires time and from 
which, after a certain speed has been attained and a portion of the 
runaway used up. there is no turning back or even safe throttling 
down.”* 14 

Aeronautical Concept not Correct. Professor Bicanic, however, does 
not agree with the symbolical presentation of the take-off, because it 
appears to him like a light flying animal just got cut off from the earth 
and floating in the air. It is like creeping over a very' difficult threshold 
of economic development. One has to creep over it, one can’t fly over it. 
It is not a take-off but a very painful process which every underde- 
veloped country' has to go through. 15 

The Take-Off and India 

According to Rostow. one of the important conditions for take-off is 
the raising of saving and investing ratio from 5 per cent or less to over 10 
per cent of national income and maintaining it for two or more decades 
It is a critical transitional stage of self-sustained growth. In India at 
1960-61 prices the ratio of investment of national income increased from 
5.5 per cent in 1950-51 to 10.4 per cent in 1964-65 and the ratio of 
domestic savings to national income from 5.5 per cent to 10 5 per cent 
Thus. India which entered the take-off stage in 1950-51 (1952 according 
to Rostow). can be definitely said to have taken-off in the year 1964-65 


“John P. Lewis. Quiet Crisis in India. 

"Bicanic. R.. in Paths to Economic Growth, (cd.) A. Datta 
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when both the saving and investment ratios were above 10 per cent 

The second condition for take-off is the development of one or more 
leading sectors in the economy. -By 1964-65 the agricultural, industrial, 
and tertiary sectors had developed considerably. To illustrate, the index’ 
of agricultural production (with June 1950 as the base) rose from 45.6 in 
1950-51 to 158.4 in 1964-65 and the index of industrial production, (with 
1956 as the base) from 73.5 to 186.9 India also seems to fulfil this 
condition of take-off. 

India also fulfils the third condition for take-off Planned develop- 
ment has generated the cultural framework that leads to the expansion 
of the modern sector. The skills and attitudes of the people are 
undergoing changes, modern technology is permeating the traditional 
society and the administrative efficiency and honesty have been showing 
signs of improvement 

But there is no hard-and-fast rale for the presence of all the three 
conditions for take-off. Nor should one jump to the conclusion that 
India has definitely taken-off dunng the Third Plan on the basis of the 
existence of the three Rostowian conditions.. It appears tljat India has 
tried a premature take-off. Professor Myint warns that a premature 
attempt at take-off “can result not only in wastages of scarce resources 
wrongly or inefficiently invested but also in a sense of disappointment 
and frustration which may have far-reaching psychological and political 
consequences ’’ This has actually happened in the case of the Indian 
economy. Between 1950-51 and 1964-65, India’s net national income (at 
1960-61) increased at a compound rate of 3.8 per cent per annum from 
Rs 9,850 crores to Rs 16,630 crores but per capita income tn real terms 
increased at an annual average rate of 1 8 per cent, the rate of 
population growth being^.S per cent per year. Coupled with these 
trends is the existence of inflationary pressures in the economy which 
cast serious doubts about India having attained the take-off stage. In the 
last year (1965-66) of the Third Plan, national income declined by 5 6 
per cent. Per capita real income in 1965-66 was almost the same as in 
1960-61. Recession in the economy dunng 1966-68 made matters still 
worse. As revealed by the Estimates Committee of the Lok Sabha in its 
ninth report, there was nearly 80 to 90 per cent of unutilized capacity in 
some industries in 1965-66 and even in the case of priority industries, 
idle capacity was 40 per cent. Further the rate of domestic savings 
declined from 10.5 per cent in 1965-66 (at 1960-61 prices) to 8.2 per cent 
in 1966-67 and to 8 per cent in 1967-68. In real terms, it would be even 
below the pre-PIan period. ’ 

The Third Plan was conceived as ** ' ■ 

of intensive development leading to : ' / 

economy" It aimed at raising ’net ■ . ■■ j 
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1960-61 to 14-15 per cent of national income and that of domestic 
savings from 8 per cent in 1960-61 to 11 .5 per cent of national income by 
the end of the Third Plan. But the Third Plan failed to bring about the 
required rates of growth in savings and investment. Savings rose from 8 
to 10.5 per cent and investment from 11 to 13 per cent. Three 
consecutive crop failures plunged the economy into a morass. An era of 
Annual Plans ensued. The Draft Fourth Plan was scrapped and 
postponed. However, it can be concluded in terms of Rostow’s main 
condition of a rise in the proportion of net investment to over 10 per 
cent, that the Indian economy had taken-off during the Third Plan. 



Chapter 15 

NURKSE’S THEORY OF DISGUISED 
UNEMPLOYMENT AS A SAVING POTENTIAL 


MEANING OF DISGUISED UNEMPLOYMENT 


The concept of disguised unemployment was introduced into the theory 
of underdevelopment by Rosenstein-Rodan in his famous article 
“Problems of Industrialization of Eastern and South-Eastern Europe” 
and was elaborated by Ragner Nurkse In its strict sense, it means that 
given the techniques and productive resources, the marginal producti- 
vity of labour in agriculture, over a wide range, is zero#in overpopulated 
underdeveloped countries It is, therefore, possible to -withdraw some 
surplus labour from agriculture without reducing total farm output. 
Such unemployment is found where too many workers are engaged in 
agricultural operations because of the lack of alternative or com- 
plementary employment opportunities If, for example, seven persons 
are engaged in cultivating a farm that could be cultivated by five, it 
implies that all the seven workers are not fully employed. If two are 
withdrawn and given some alternative job, the total output of the farm 
will not be reduced when five workers are left to do the same work. It 
means that two workers are not contributing anything to farm output 
and their marginal productivity is zero. 

Professor A.K. Sen does not agree with this interpretation of 
disguised unemployment. He asks, “If marginal productivity of labour ' 
over a wide range is zero, why is labour being applied at all?” The 
confusion anses from failure to distinguish between labour and labour 
time. In Sen’s views, “It is not that too much labour is being spent in the 
pro ucfion process, but that too many labourers are spending 
mZrtTJ!!^ 0Y ? ent thus . no «na!Iy takes the form of 


number of working hours per head.” 1 If, for instance, in a 
hours work a day is done nn n fa,™ <i.«, nmduct oft" 


35th 


on a farm, the marginal product o ^ ( 

r u ‘ f’ ,S J°, 2er0 ‘ ^ us further assume that 7 members 

rro or 5 hours a day. Given the same technique an w0U id be 
process, ,f two labourers go away, the remaining 5 
able to maintain the same level of output by working ^ 


’A K. Sen, Choice of 


Techniques, pp. 3-5 



138 


The Economics of Development 2 nd Planning 


for 7 hours a day. Thus there is disguised unemployment of two 
labourers. The amount of disguised unemployment also depends on the 
number of hours’ work a day per labourer. If it is fixed at 7 hours a day, 
then again two labourers are disguised unemployed even if they work on 
the farm. It is thus ‘the marginal productivity of the labourer that is nil 
over a wide range and the productivity of labour may be just equal to 
zero at the margin.’ Sen explains the difference between the two 
approaches with the help of the Fig. 15.1. 

TP is the total output curve 
which becomes horizontal 
when OL labour is employed. 
It implies that the marginal 
product of labour becomes 
zero with OL labour hours 
and it is no use employing 
labour beyond this point. 
However, the number of 
labourers engaged in agri- 
cultural operations is OL 7 and 
each works for tan a hours. 
But the working hours per 
labourer are tan b. Thus L-Xi 
LABOURERS labourers are disguised 

nG 15 j unemployed. It shows that 

marginal productivity of 
labour is zero at point L and that of labourer over the range L?Lj is nil. 


THE THEORY 

Ragner Nurkse 2 developed the thesis that disguised unemployment in 
overpopulated underdeveloped countries can be a source of capital 
formation. According to Nurkse, the state of disguised unemployment 
in underdeveloped countries constitutes “a disguised savins potential.” 
Underdeveloped countries suffer from disguised unemployment on a 
mass scale. With existing techniques of production in agriculture it is 
possible to remove from land a large proportion of the^surplus labour 
force without reducing agricultural output. This surplus labour force can 
be put to work on capital projects, like irrigation, drainage, roads, 
railways, houses, factories, training schemes, community development, 

'R. Nurkse, op. tit., Ch. 11. 
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education and health, etc. In this way rural underemployment can be a 
source of capital formation. 

Nurkse has split up the problem of mobilizing the disguised 
unemployed as a saving potential in two parts: firstly , how to feed the 
surplus population transferred to the various capital projects and 
secondly , how to provide tools to the new workers to work with. 

Feeding the Surplus Population. Though the first problem can be 
solved to some extent by voluntary savings, by taxation and even by 
importing foreign capital, yet the magnitude of the problem requires 
that it should be ‘self-financing ' At present the ‘unproductive’ surplus 
labourers are being supported by the productive' labourers. The latter 
are doing ’virtual’ saving since they are producing more than they 
consume But this saving is running waste because it is being utilized in 
feeding the ‘unproductive’ labourers whose contribution to output is 
zero or negligible If the ‘productive’ peasants working on land continue 
to feed their ‘unproductive’ dependents working on capital projects, 
‘then their virtual saving would become effective saving'. But this 
capital formation “through the use of surplus labour is self-financing 
only if the mobilization of the concealed saving potential is 100 per cent 
successful ’’ Nurkse further emphasizes, "It seems to be a question of all 
or nothing. Either the whofe of the food surplus that becomes available 
on the land through the withdrawal of the surplus labourers is mopped 
cp to feed the unproductive labourers in their new occupations or 
nothing can be done at all " 3 But the snag is that there may arise certain 
leakages’ in this food fund available for capital formation: (a) The 
Ettty employed workers may start consuming more food than they 
»tic consuming at the farms, (6) the peasants left behind on the farms 
may themselves start consuming more food than before, and (c) the 
problem of bearing the cost of transporting food from the farms to the 
capital projects. Though it is not possible to plug these ‘leakages’ fully, 
Nurkse suggests that this can be done by complementary savings in 
other sectors 0 f the economy, by state action in requisitioning the 
wrFbs food stocks from the peasantry and even by meeting the deficit 
food stocks. He also stresses the need for levj ot.gitttl.re et 
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tools to be provided to new construction project workers. Even though 
capital goods can be imported yet as usual an act of domestic saving is 
required in this case. In some of the densely populated agricultural 
economies, there is not only underemployment of labour but also of 
capital. Due to small scattered plots, large number of farm tools, 
implements and draught animals are used. But if these small and 
scattered holdings are consolidated, certain simple tools will be released 
which the investment workers can use in new capital projects. 
Moreover, simple tools and equipment that the newly employed 
workers require can be made by the workers themselves with their own 
hands. Such simple tools can also be imported from abroad in exchange 
for the country's exports. But it is essential that only that capital 
equipment should be imported which can be easily adapted to the 
prevailing factor endowments in the country; As Nurkse puts it, “Much 
simpler tools and equipment may be appropriate to the relative factor 
endowments of countries of this type in the early stages of develop- 
ment." 

The sum up, “Hands” would move from the village to the new 
construction sites; with the hands would also move mouths; and with 
less mouths to feed in the village the possibility would be created for 
food to move out of the village to supply the needs of a swollen army of 
construction workers, without any fall in consumption on the part of 
those remaining in the village .” 4 Thus a process of economic develop- 
ment is generated through the use of the disguised unemployed. 
Nurkse, therefore, rightly believes that there is concealed saving 
potential in rural underemployment in overpopulated underdeveloped 
countries that can be effectively utilized as a means of capital formation. 


Limitations of the Concept 

The concept of disguised unemployment as a concealed saving 
potential has led to considerable controversy. Economists have ques- 
lonc l e practicability of this concept in democratic underdeveloped 

economies. I he various difficulties that stand in its working are 
examined below; 


ropensit) to Consume not Constant. Nurkse assumes that the 

left mTitJ r° consum< : of both newly employed workers and those 
ir i, nrms remains constant. But this is an untenable assumption. 

unemnlnvivt? ,1^ VIC ' V as a rcsu{t °f transferring- the disguised 
P . o e capital-goods sector, the propensity to consume may 
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nse in the case of the whole economy. “In this event the pressure will 
increase for allocating to the consumer-goods sector those resources 
which might otherwise be used to increase output of capital goods." 3 

2 Problems of Collection and Distribution of Food Surplus, Nurkse 
fails to visualise the problems connected with the mopping up and the 
distribution of the food surplus from those working on the farms to 
those working on the new capital projects. How is the food to be 
collected and distributed to workers at the project sites'* How much 
each farm is to contribute to the food fund, if such a fund is created? If 
farm owners refuse to supply food, what action is contemplated? 
Nurkse's thesis does not offer any solution to these problems 
3. Marketable Surplus does not Increase. Further, it is doubtful that 
the withdrawal of surplus labour from agriculture would increase the 
marketable surplus Kaldor hold that in underdeveloped countries 
peasants produce for self-sufficiency rather than for profits and the 
amount supplied to the non-agricultural sector tends to be governed by 
the need for industrial products Since as a result of reduction of farm 
hands the demand for industrial products is also reduced, if is possible 
that a reduction in surplus labour force would be followed by a 
reduction, rather than an increase, in the amount of marketable surplus 
for the towns . 6 

4. Difficult to Mobilize Disguised Unemployed. It is not easy to 
mobilize the disguised unemployed and send them to the new capital 
projects. They are so intensely attached to their family and land that 
they do not like to leave their kith and tnove to the new projects. 


Majority of the disguised unemployed, however, find their way into the 
armed forces, as is the case in India. 

5. Not Possible to Get Work without Payment of Wages. In Nurkse's 
analysis, the problem of payment of wages to the investment workers 
does not arise because the entire process of capital formation is assumed 
to be ‘self-financing.' This is unrealistic. Unless wages are paid, workers 
cannot be attracted to the new capital projects. As Lewis remarks, 
“Unpaid labour may be very important in countries which resort to 
compulsory labour but its scope in other countries is limited." 

6- Successful only in Totalitarian States. As a corollary to the above, 
this ‘up by the bootstraps' approach can succeed only under strong 
MAtanan governments and has Ittlft i&mcc to under- 

developed OTU „ We . As a ma tter of fact, this approach to capital 
formation has succeeded m China .here the matses have teen forced h, 
'™ rk 00 capital projects by providms only mmimitmrattons required 


*K. Kurtura, op a t , r>p 119-120 . 

Ejww on Economic Subibty aid Gnmth. 


142 


The Economics of Development ; md Planning 


for bare subsistence. Nurkse himself admitted this fact when he declared 
later on, "Some of the underdeveloped countries do have potential 
domestic resources available for capital construction. But it may be very 
hard nay impossible to mobilize them without resorting to coercive 
methods.” 7 

7. Problems of Inflation and Balance of Payments. The task of 
providing work to the surplus labour force is beset with a number of 
difficulties. Lewis maintains that what holds back the use of such labour 
is not the lack of fixed capital but the lack of working capital. Assuming 
that working capital is available, the employment of surplus labour is 
likely to lead to inflation in the economy. When the newly employed 
workers arc paid wages, their demand for consumer goods increases 
without a corresponding increase in the output of consumer goods. 
Hence prices will rise. “This will also stimulate imports of consumer 
goods, with unfortunate effect on the balance of payments, and if these 
effects arc prevented by strict control of imports and of exports, the 
effect is merely to swell the sum of money circulating at home, and so to 
put greater pressure on the domestic prices.” 8 

8. Unskilled Labour Fails to Increase the Output of Fixed Capital. 
According to Kurihara, the use of unskilled and ill-equipped labour may 
not increase significantly the output of fixed capital which is of crucial 
importance to industrialization. The shifting of the disguised unem- 
ployed to investment projects of a labour-intensive type requiring no 
special skill or equipment cannot be expected to produce fixed capital 
“in quantities and qualities that are of immediate and adequate use to 
industrialization. The most that could be expected of such labour- 
intensive projects is a limited amount of preliminary capital formation 
(e.g., swamp clearance of factory sites, dirt road building for modern 
highways, and handicrafts serving as raw materials for machine made 
manufactures). But it takes machines to make machines on a scale large 
enough to speed up industrialization. And the disguised unemployed 
arc an ineffective substitute for such machines to make machines.”' 1 

9. Unrealistic Assumption of Technological Neutrality. Kurihara" 1 
further maintains that the tacit assumption of technological neutrality 
involved in Nurksc’s idea of disguised unemployment as a 'saving’ 
potential is untenable and unhelpful. During the process of indus- 
trialization, if the capital-goods sector adopts labour-saving devices, it 
will set a limit to the full mobilization of the disguised unemployed in 

■R. Nurl.se. Lectures on Economic Development, p. 200 ltni.es mine. 

W.A. Lewis, op. ci p. 218. 
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the economy. In such a situation capital equipment will have to grow at 
a much faster rate to equip labour with increasing productivity. 
Technological progress is thus inevitable. 

10. Effects of Increasing Population on Capital Formation. Nurkse 
fails to analyse the effects of rising population on capital accumulation. 
A rapidly growing population aggravates the difficulty of increasing the 
rate of capital formation in two ways: (i) there is a continuous addition 
to the ‘unproductive’ labour force which eats up whatever saving 
potential is created by shifting ’the disguised unemployed to the new 
capital projects; and (ii) this population' growth outstrips capital 
accumulation showing thereby that “disguised unemployment grows 
faster than can be absorbed productively by the very stock of capital that 
the disguised unemployed are supposed to help expand.” 11 

11. Not Applicable to Direcly Productive Activities. Hirschman makes 
a distinction between ‘permissive’ and ‘compulsive’ factors in economic 
development. According to Nurkse, it is by employing the ‘unproduc- 
tive’ workers in social overhead capital projects that capital formation 
will take place. But Hirschman is of the view that though social 
overhead capital is fundamental to economic development, yet it is only 
a ‘permissive’ factor for it simply permits private investment to go 
ahead. The existence of ‘directively productivity activity,’ on the other 
hand, is a ’compulsive* factor in economic development. It includes, 
among others, machine tools and iron and steel industries. He, 
therefore, contends that Nurkse’s concept of converting the rural 
surplus labour into capital formation can have relevance only with 
regard to social overhead capita! but not to directly productivity 
activities which are more significant from the viewpoint of economic 
development. 12 

12. Fall in Production. Schultz does not agree with Nurkse that the 
removal of surplus labour force from the farms to the new capital 
projects will not reduce agricultural productivity. He contends that 
there is “no evidence for any poor country anywhere that would suggest 
that a transfer of even some small fraction, say, 5 per cent of the existing 
labour force out of agriculture, with other things equal, could be made 
without reducing its production.” 13 As Doreen Warmer has pointed 
out, the emphasis on overpopulation or disguised unemployment is 
most unfortunate because it concentrates on pure guesswork and diverts 
attention away from the ascertainable facts— the fall m output per head 

"Ibid 

A O. Hirschman, The Strategy of Economic Development, 1958 

The Role of povemment in Promoting Economic Development' in The State of 
Social Sciences, (ed ) White, L.D 



142 


The Economics of Development and Planning 


for bare subsistence. Nurkse himself admitted this fact when he declared 
later on, “Some of the underdeveloped countries do have potential 
domestic resources available for capital construction. But it may be very 
hard nay impossible to mobilize them without resorting to coercive 
methods.” 7 

7. Problems of Inflation and Balance of Payments. The task of 
providing work to the surplus labour force is beset with a number of 
difficulties. Lewis maintains that what holds back the use of such labour 
is not the lack of fixed capital but the lack of working capital. Assuming 
that working capital is available, the employment of surplus labour is 
likely to lead to inflation in the economy. When the newly employed 
workers are paid wages, their demand for consumer goods increases 
without a corresponding increase in the output of consumer goods. 
Hence prices will rise. “This will also stimulate imports of consumer 
goods, with unfortunate effect on the balance of payments, and if these 
effects are prevented by strict control of imports and of exports, the 
effect is merely to swell the sum of money circulating at home, and so to 
put greater pressure on the domestic prices.” 8 

8. Unskilled Labour Fails to Increase the Output of Fixed Capital. 
According to Kurihara, the use of unskilled and ill-equipped labour may 
not increase significantly the output of fixed capital which is of crucial 
importance to industrialization. The shifting of the disguised unem- 
ployed to investment projects of a labour-intensive type requiring no 
special skill or equipment cannot be expected to produce fixed capital 
"in quantities and qualities that are of immediate and adequate use to 
industrialization. The most that could be expected of such labour- 
intensive projects is a limited amount of preliminary capital formation 
(e.g., swamp clearance of factory sites, dirt road building for modern 
highways, and handicrafts serving -as raw materials for machine made 
manufactures). But it takes machines to make machines on a scale large 
enough to speed up industrialization. And the disguised unemployed 
are an ineffective substitute for such machines to make machines.” 9 

9. Unrealistic Assumption of Technological Neutrality. Kurihara 10 
further maintains that the tacit assumption of technological neutrality 
insolved in Nurkse s idea of disguised unemployment as a ‘saving’ 
potential is untenable and unhelpful. During the process of indus- 
trialization, if the capital-goods sector adopts labour-saving devices, it 
will set a limit to the full mobilization of the disguised unemployed in 
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resulting from pressure of population on the means of subsistence and 
the destruction of soil fertility. 14 

13. Defective Empirical Evidence. Empirical evidence has shown that 
the estimates of 20-25 per cent of surplus labour are entirely inadequate 
and defective. Kao, Anschel and Eicher have shown that the empirical 
studies supporting such optimistic estimates of disguised unemployment 
were often poorly conceived. In addition, by considering temporary 
rather than permanent labour transfers and by allowing some reorga- 
nisation of production, various writers have arrived at a high percentage 
of disguised unemployment. To date, there is little reliable empirical 
evidence to support the existence of more than 5 per cent disguised 
unemployment in underdeveloped countries.” 15 

Conclusion. The inference can be drawn from the entire discussion 
that the existence of disguised unemployment as a concealed saving 
potential and hence as a source of capital formation in overpopulated 
underdeveloped countries is beset with a number of difficulties and has 
little practicability in countries that have wedded themselves to a 
democratic way of living. We may thus conclude with Viner that “there 
is little or nothing in all the phenomena designated as ‘disguised 
unemployment,’ as ‘hidden unemployment,’ or as ‘underemployment’ 
which in so far as they constitute genuine social problems would not be 
adequately taken into accoqnt by competent, informed, and compre- 
hensive analysis of the phenomenon of iow productivity of employed 
labour, its causes, its true extent, and its possible remedies.” 16 


A Realistic View 

The views expressed above are by those who are sceptical about the 
concept. But it cannot be denied that the use of surplus labour as the 
source of capital formation “brings within a narrow time-horizon 
projects which were outside this horizon. It gives scale economies' 
enlarges land, capital and employment and raises productivities all 
round. So far as the problem of wage payment is concerned Prof. 

msro suggests three methods: ( / ) Underemployed workers can be 
organized on their own and on their neighbours’ farms on mutual aid on 
capital building. They need not be given a wage. They eat the same food 

food TriT AS 3 f eSuit ’ thcre are no inflationary- pressures on 

food pn.es (,i) Underemployed workers can be organized to work on 
capital construction within a village outside their own farms. Thev are 
given a wage. But they return to their kitchens daily to eat the same 

’ Warnner . t-jnd Reform and Economic Development, 1955 
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food which they would have eaten any way. They spend their wages on 
non-food items, whose prices rise. But with a time-lag, they would 
produce the capital which would produce the extra food which will pay 
for the ‘wage-goods.’ (i/i) Underemployed workers can be organized to 
work on capital projects away from their villages and paid a wage. They 
would spend their wages on food and this will lead to inflationary 
pressures. "But eventually it produces the capital which produces the 
food which pays for the wage. The problem in all the three cases is. (a) 
of organization, and (5) of bridging the gap between work (wage 
payment) and product. If these programmes are undertaken on a 
nation-wide basis, monetary-fiscal measures become necessary.” 17 
According to Khusro, the essence of the matter is organization in the 
field and taking up of projects with due regard to efficiency. 


A M. Khusro, Readings in Agricultural Development, 1968 
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LEWIS’' THEORY OF UNLIMITED SUPPLIES OF 
. , LABOUR 


THE LEWIS THEORY 

Two Sector Economy. Professor W. Arthur Lewis has developed a very 
systematic theory of Economic Development with Unlimited Supplies 
of Labour .* Like the classical economists, he believes that in many 
underdeveloped countries an unlimited supply of labour is available at a 
subsistence wage. Economic development takes place when capital 
accumulates as a result of the withdrawal of surplus labour from the 
“subsistence” sector to the “capitalist” sector. The capitalist sector is 
‘that part of the economy which uses reproducible capital and pays 
capitalists for the use thereof.’ It employs labour for wages in mines, 
factories, and plantations for earning profits. The subsistence sector is 
that part of the economy which does not use reproducible capital. In this 
sector, output per head is lower than in the capitalist sector. 

Lewis starts his theory with the assertion that the classical theory of 
perfectly clastic supply of labour at a subsistence wage holds true in the 
case of a number of underdeveloped countries. Such economies are 
over-populated relatively to capital and natural resources so that the 
marginal productivity of labour is negligible, zero or even negative. 
Since the supply of labour is unlimited, new industries can be 
established or existing industries expanded without limit at the current 
wage by drawing upon labour from the subsistence sector. The current 
wage is what labour earns in the subsistence sector, i.e., the subsistence 
wage. The main sources from which workers would be coming for 
employ rnent at the subsistence wage as economic development proceeds 
arc the farmers, the casuals, the petty traders, the retainers (domestic 
and commercial), women in the household and population growth.” But 
the capitalist sector also needs skilled workers. Lewis argues that skilled 
labour is only a "quasi bottleneck,” a temporary bottleneck— which can 
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be removed by providing training facilities to unskilled workers. 

Capitalist Surplus. Now the question is what determines the sub- 
sistence wage at which the surplus labour is available for employment in 
the capitalist sector? It depends upon the minimum earnings required 
for subsistence. To be precise, the wage level cannot be less than the 
average product of the worker in the subsistence sector. It may, 
however, be higher than this, if the farmers are to pay rent or food costs 
more or if they feel that psychic disutilities of leaving home are large. 
Though “earnings in the subsistence sector set a floor to wage in the 
capitalists sector," yet in 
practice capitalist wages 
are more than 30 per 
cent 2 higher than sub- 
sistence wages due to* £ 

(a) a substantial increase g 
in the output of the sub- o 
sistence sector which by * 
raising real income < 
might induce workers to 5 
ask for a higher capitalist % 
wage before offering 
themselves for employ- o 
ment; (b) if with the % 
withdrawal of labour 
from the subsistence 
sector total product 
remains the same, the 
average product and 
hence the real income of quantity of labour 

those remaining behind fig 16 1 

will rise and the with- 
drawn workers might insist on a higher wage in the capitalist sector; (c) 
the high cost of living and some humanitarian consideration may move 
the employers to raise the real wage, or governments may encourage 
trade unions and support their wage-bargaining efforts. The supply of 
labour is, however, considered to be perfectly elastic at the existing 
capitalist wage. 

Capital Formation Depends on Capitalist Surplus. Capitalists aim at 
profit maximisation. It is they who save and automatically invest what 
they save. Since the marginal productivity of labour in the capitalist 

•'In the 1958 article, Lewis estimated a gap of 50 percent. In fact, the size of 
cannot be precisely stated and will vary with local circumstances 
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sector is higher than the capitalist wage, this results in capitalist surplus. 
This surplus is reinvested in'new capital assets. Capital formation takes 
place and more people are employed from the subsistence sector. This 
; process continues till the capital-labour ratio rises and the supply of 
labour becomes inelastic and the surplus labour disappears. Thus capital 
formation depends on the capitalist surplus. The Lewis theory can be 
explained with the help of the Fig. 16.1. The horizontal axis measures 
the quantity of labour employed and the vertical axis, its wage and 
marginal product. OS represents average subsistence wage in the 
subsistence sector, and OW the capitalist wage. At OW wage in the 
capitalist sector, the supply of labour is unlimited, as shown by the 
horizontal supply curve of labour WW. In the beginning, when ON x 
labour is employed in the capitalist sector, its marginal productivity 
curve is PjLj and the total output of this sector is OP\Q\N\. Out of this, 
workers are paid wages equal to the area OWQjNj .The remaining area 
WP 1 Q 1 shows surplus output. This is the capitalist surplus or total profit 
earned by the capitalist sector. When this surplus is reinvested, the 
curve of marginal productivity shifts upwards to P 2 L 2 . The capitalist 
surplus and employment are now larger than before being WP 2 Q 2 and 
ONj respectively. Further reinvestments raise the marginal productivity 
curve and the level of employment to P3L3 and ON 3 and so on, till the 
entire surplus labour is absorbed in the capitalist sector. After this, the 
supply curve VVWwill slope from left to right upwards like an ordinary 
supply curve, and wages and employment will continue to rise with 
development. 


Thus, capital is formed out of profits earned by the capitalists. 
According to Lewis, if technical progress is capital-saving, it may be 
considered as an increment in capital, and if it is labour-saving, it may 
be considered as an increment in the marginal productivity of labour. As 
such, he does not make any distinction between the growth of technical 
knowledge and the growth of productive capital and treats them as a 


“single phenomenon" with the result that technical progress tends to 
raise profits and increase employment in the capitalist sector. 

Role of the State and Private Capitalists. “The central problem in the 
theory' of economic development,” according to Lewis, “is to under- 
stand the process by which a community which was previously saving 
and investing 4 or 5 per cent of its national income or less converts itself 
mt° an economy where voluntary saving is running at about 12 to 15 per 
cent of national income or more. This is the central problem because the 
centra fact of economic development is rapid capital accumulation 
(including knowledge and skills with capital).” In underdeveloped 
countries with surplus labour, only 10 per cent of the people with the 
largest income save who rccicvc about 40 per cent of the national 
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income. The wage and salary classes hardly save 3 per cent of the 
national income. But the dominant classes consisting of landlords, 
traders, moneylenders, priests, soldiers, princes are engaged in prodigal 
consumption rather than in productive investments. It is, therefore, the 
state capitalist and indigenous private capitalists who create capital out 
of profits earned. “The indigenous private capitalist is bound up with 
the emergence of new opportunities, especially something that widens 
the market, associated with some new technique which greatly increases 
the productivity of labour, and hence the capitalist surplus. The state 
capitalist, on the other hand, can accumulate capital even faster than the 
private capitalist, since he can use for this purpose not only the profits of 
the capitalist sector, but also what he can force or tax out of the 
subsistence sector.” Thus, once a capitalist sector has emerged it is only 
a matter of time before it becomes sizable. If the opportunities for using 
capital productivity increase rapidly, the surplus will also grow rapidly, 
and the capitalist class with it. 

Capital Formation through Bank Credit. But capital is created not 
only out of profits, it is also created out of bank credit In an 
underdeveloped economy which has abundant idle resources and 
shortage of capital, credit creation has the same effect on capital 
formation as profits. It will" raise output and employment. Credit- 
financed capital formation, however, leads to inflationary rise in prices 
for some time. When the surplus labour is engaged in the capitalist 
sector and paid out of created money, prices rise because income 
increases while consumer-goods output remains constant. This is only a 
temporary phenomenon, for as soon as capital goods start producing 
consumption goods, prices start falling. In the words of Lewis, 
“Inflation for the purpose of capital formation is a very different kettle 
of fish. It is self-destructive. Prices begin to rise but are sooner or later 
overtaken by rising output, and may, in the last stage, end up lower than 
they were at the beginning.” The inflationary process also comes to an 
end “when voluntary savings increase to a level where they are equal to 
the inflated level of investment.” As capital formation is taking place all 
the time, output and employment rise continuously and so do profits- 
Since higher profits lead to higher savings, a time will come when 
savings increase so much that new investments can be financed without 
recourse to bank credit. 

This analysis also applies to the government which receives back ihe 
inflation financed money in the form Of taxes Secondly, when narkvi 
income increases with rising output, it is not required to resort to 
financing. Given abundant labour and scarce physical resource 
effect of capital formation either through taxation or credit*'"'"*' ~ 
the same on output Since backward economies are faced 
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supplies of labour, the Lewis theory is primarily concerned with this 
problem. 

End of the Growth Process. The theory shows that “if unlimited 
supplies of labour are available at a constant real wage, and if any part 
of profits is reinvested in productive capacity, profits will grow 
continuously relatively to the national income and capital formation will 
also grow relatively to national income.” But the process of 
growth cannot go on indifinitely, if as a result of capital accumulation 
no surplus labour is left. It may also stop if, despite the existence of 
surplus labour, real wages rise so high as to Teduce the capitalist profits 
to the level where they are all consumed and nothing is left for net 
investment. This may happen in any one of the four ways: (a) if the 
capitalist sector expands so rapidly that it reduces absolutely the 
population is the subsistence sector, the average productivity of labour 
rises in the latter sector because there are very few people to share the 
product and so the capitalist wage rises in the former sector (in the 
diagram SS and WW will shift upwards and reduce profits); ( b ) if as a 
result of the expansion of the capitalist sector relatively to the 
subsistence sector, the terms of trade turn against the former with rising 
prices of raw materials and food, the capitalists will have to pay higher 
wages to the workers; (c) if the subsistence sector adopts new techniques 
of production, real wages would rise in the capitalist sector and so 
reduce the capitalist surplus; and lastly, if the workers in the capitalist 
sector imitate the capitalist way of life; and agitate for higher wages and 
if successful in raising their wages, the capitalist surplus and the rate of 
capital formation will be reduced. 


In Open Economy. When capital accumulation is adversely affected 
by any of these factors, it can continue by encouraging mass 
immigration or by exporting capital to such countries as possess 
abundant labour at subsistence wage. Both these possibilities are, 
however, ruled out by Lewis himself. First, mass immigration of 
unskilled labour is not possible because trade unions in the high-wage 
countries oppose it. They fear that labour imports would bring down 
wages to the subsistence level of the poorest country. Second the effect 
of capital exports is to reduce the creation of fixed capital at home and 
hence to reduce the demand for labour and wages in the capital- 
exporting country. But the reduction in wages is offset if capital exports 
cheapen the thmgs which workers import because their real wages will 

r‘. n M , °, ther . han J’ thc reduct{0 " in wages is further encouraged if 
capital exports raise thc cost of imported things as the real wanes of 
workers will fall. So the effect of canitil , 3 wages ot 

definiteness. P P cannot be asse s sed with 
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Lewis’ Theory of Unlimited Supplies of Labour 

A Critical Appraisal 

The Lewis theory is applicable to overpopulated underdeveloped 
countries under certain set conditions. Its applicability is, therefore, 
circumscribed by its assumptions which are the bases of criticisms 
discussed below: 

1. Wage Rate not 
Constant in the Capitalist 
Sector. The theory assumes 
a constant wage rate in the 
capitalist sector until the 
supply of labour is ex- 
hausted from the subsis- 
tence sector. This is 
unrealistic because the 
wage rate continues to rise 
over time in the industrial 
sector of an under- 
developed economy even 
when there is open un- 
employment in its rural 
sector. 

2. Not Applicable if 
Capital Accumulation is 
Labour Saving. Lewis 
assumes that the capitalist surplus is reinvested in productive capital. 
But according to Reynolds, 3 if the productive capital happens to be 
labour saving, it would not absorb labour and the theory breaks down. 
This is shown in Fig. 16.2 where the curve P 2 Li has a greater negative 
slope than the curve PiL x , thereby showing labour-saving technique. 
With the shifting of the marginal productivity curve upwards from P\L\ 
to PiL}, the total output has risen substantially from OPiOiNt to 
OP 2 Q{S |. But the total wage bill OWQ l N i and the labour employed 
ON| remain unchanged. 

3. Skilled Labour not a Temporary Bottleneck. Given an unlimited 
supply of labour, Lewis assumes the existence of unskilled labour for his 
theory. Skilled labour is regarded as a temporary bottleneck which can 
be removed by providing training facilities to unskilled labour. No 
doubt skilled labour is in short supply in underdeveloped countries but 
skill-formation poses a serious problem, as it takes a very long rime to 
educate and train the multitudes in such countries. 

5 Uoyd G. Reynolds, "Wages and Employment in a Labour-Surplus Eoon 
A E.R , September 1956 
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4. Lack of Enterprise and Initiative. The Lewis theory is based on the 
assumption that a capitalist class exists in underdeveloped countries. In 
fact, the entire process of growth depends on the existence of such a 
class which has the necessary skill to accumulate capital. In reality, such 
countries lack capitalists with necessary enterprise and initiative. 

5. Multiplier Process does not Operate in LDC. Again, the theory 
assumes that capital accumulation takes place when the capitalist class 
continues to reinvest profits. It, therefore, presupposes the operation of 
the “investment multiplier” which is not applicable to underdeveloped 
countries. 4 For if profits are reduced somehow or the prices of wage 
goods rise, the process of capital formation will stop before all the 
surplus labour is absorbed. 

6. One sided Theory. This is a one-sided theory because Lewis does’ 
not consider the possibility^ progress in the agricultural sector. As the 
industrial sector develops with the transfer of surplus labour, the 
demand for food and raw materials will rise which will, in turn, lead to 
the growth of the agricultural sector. 

7. Neglects Total Demand. Lewis does not study the problem of 
aggregate demand. He assumes that whatever is produced in the 
capitalist sector is either consumed by itself or is exported. He does not 
even analyse the possibility of the capitalist sector selling its products to 
the subsistence sector. In case, it so happens, the growth process may 
come to a halt much earlier through unfavourable terms of trade or the 
subsistence sector adopting new techniques of production to meet the 
expanding raw material demand of the capitalist sector. 

8. Mobility of Labour not so Easy. Higher capitalist wage will not lead 
to the movement of surplus labour from the subsistence sector to the 
capitalist sector. People are so intensely attached to their family and 
land that they do not like to leave their kith and kin. Moreover, 
differences in language and custom, the problems of congestion,’ 
housing and high cost of living in the capitalist sector stand in the way of 
mobility of labour to this sector. This is the main weakness of the 
theory. 


9. Marginal Productivity of Labour not Zero. Schultz does not agree 
that the marginal productivity of labour in overpopulated underde- 
veloped countries is zero or negligible. If it were so, the subsistence 
wage would also be zero The fact is that every worker receives the 
subs.stence wage, may be m kind, if not in cash. It is, therefore, difficult 
to find out the exact number of surplus labourers who are to move to the 
capitalist sector, their number hardly exceeding 5 per cent as is now 
generally accepted. B p r cent ’ as IS now 


‘Sec Chapter on “Keynesian Theory of Development. 
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10. Productivity falls with Migration of Labour from the Subsistence 
Sector. Lewis assumes that when the surplus labour is withdrawn from 
the subsistence sector to the capitalist sector, the agricultural production 
remains unaffected in the subsistence sector. But the fact is that 
withdrawal of workers from the farms will reduce output. As pointed 
out by Schultz, “there is no evidence for any poor country anywhere 
that would suggest that a transfer of even some fraction, say, 5 per cent 
of the existing labour-force out of agriculture, with other things equal, 
could be made without reducing its production.” 

11 . Low Income Groups also Save. It is not correct to say that only 10 
per cent of the people with the largest income save. Jn fact, people with 
low incomes also save due to social reasons and even small farmers save 
for capital accumulation in underdeveloped countries, whereas high 
income groups save less because they spend more under the influence of 
the demonstration effect. 

12. Inflation not Self-Destructive. Lewis’s view that inflation for the 
purpose of capital formation is self-destructive is difficult to believe in 
the face of acute shortage of consumer goods. Production of consumer 
goods fails to increase rapidly due to structural rigidities. On the other 
hand, the marginal propensity to consume of the people is near unity, so 
that all increases in income lead to inflationary rise in prices. 

13. Inefficient Tax Administration. Lewis’s contention that taxation 
will mop up increasing income cannot be accepted because the tax 
administration in underdeveloped countries is not so efficient and 
developed as to collect taxes sufficient enough for capital accumulation. 

Conclusion. Despite these limitations, the Lewis theory has the merit 
of explaining in a very clear cut way the process of development. This 
two sector theory has great analytical value. It explains how low capital 
formation takes place in underdeveloped countries which have plethora 
of labour and scarcity of capital. His study of the problems of credit 
inflation, population growth, technological progress, and international 
trade gives the theory a touch of realism. 



Chapter 17 

FEI-RANIS THEORY 


INTRODUCTION 

John Fei and Gustav Ranis in an article entitled “A Theory of Economic 
Development” analyse “the transition process through which an 
underdeveloped economy hopes to move from a condition of stagnation 
to one of self-sustained growth.” Their theory’ is an improvement over 
Lewis’s theory of Unlimited Supplies of Labour because Lewis failed to 
present a satisfactory analysis of the growth of the agricultural sector. 

The analysis that follows is based on the original article and the 
subsequent modifications 1 made by the authors in their theory of the 
development of a- dual economy. 

TOE THEORY 


The theory relates to an underdeveloped labour-surplus and resource- 
poor economy in which the vast majority on the population is engaged 
in agriculture amidst widespread unemployment and high rates of 
population growth. The agrarian economy is stagnant. People are 
engaged in traditional agricultural pursuits. Non-agricultural pursuits 
exist but they are characterised by a modest use of capital. There is also 
an active and dynamic industrial sector. Development consists of the 
re-allocation of surplus agricultural workers, whose contribution to 
output is zero or negligible, to the industrial sector where they become 
productive at a wage equal to the institutional wage in agriculture. 2 


Assumptions 

In presenting their theory of economic development, Fei and Ranis 
make the following assumptions: 

1. There is a dual economy divided into a traditional and stagnant 
agricultural sector and an active industrial sector. 


John C. H. Fei and Gustav Ranis. "A Theory of Economic Developm-n? ” AER Vo! 
51 . September 1961 ; Development of Lnbour Surplus Economy, 1964; and “Acrarianism 
Dualism and Economic Development” in The Theory and Design of Economic 
Development feds.) I. Adelman and F. Thorbecke. 1966 ' ° mJ ‘ 

ch ^f‘ r 0rc !tlrtin - E lhk modd - « udra « first read the U*is Model in the previous 
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2. The output of the agricultural sector is a function of land and 
abour alone. 

3. There is no accumulation of capita! in agriculture except in the 
brm of land reclamation. 

4. Land is fixed in supply. 

5. Agricultural activity is characterised by constant returns to scale 
vith labour as a variable factor. 


‘6. It is assumed that the marginal productivity of labour becomes 
:ero at some point. If population exceeds the quantity at which the 
narginal productivity of labour becomes zero, labour can be transferred 
o the industrial sector without loss in agricultural output. 

7. The output of the industrial sector is a function of capital and 
abour alone. Land has no role as a factor of production. 

8. Population growth is taken as an exogenous phenomenon 

9. The real wage in the industrial sector remains fixed and is equal to 
he initial level of real income in the agricultural sector. They call it the 
nstitutional wage. 

10. Workers in either sector consume only agricultural products. 

Given these assumptions, Fei and Rams analyse the development of a 

abour-surplus economy into three phases. In the first phase, the 
lisguised unemployed workers, who are not adding to agricultural 


sutput, are transferred to the in* 
Justrial sector at the constant 
institutional wage. In the second 
phase, agricultural workers add to 
agricultural output but produce 
less than the institutional wage 
they get. Such workers are also 
drifted to the industrial sector. If 
;he migration of workers to the 
ndustrial sector continues, a 



point is eventually reached when 
farm workers produce output 
equal to the institutional wage. 
This begins the third phase which 
marks the end of the take-off and 
the beginning of the self-sus- 
tained growth when farm 
workers produce more than the 
institutional Wage they get. In 



this phase, the surplus labour is labour force 


exhausted and the agricultural • ' fig. 17.I(A*b>_ 

sector becomes commercialised. 


Figure 17.1 (A) shows the functioning of 
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sector where agricultural goods are produced by the application 
of labour (L) and land (Z). Labour is measured on the horizontal axis 
and land on the vertical axis. The ray OR shows the stage of production. 
The curve ABC is the production contour of agricultural goods. 
Assuming land to be fixed at OZ, labour ON, produces the maximum 
output. The total productivity of labour is represented by the TP curve 
in Figure 17.1 (B). If more labour is employed beyond N, with land OZ, 
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production would not 
increase. This is because 
the total productivity Of 
labour becomes constant 
beyond point M on the TP 
curve. Assuming that ON 2 
is the total labour force 
engaged in agriculture, 
ON, is the non-redundant 
labour and N,N 2 is the 
redundant labour force. 
N,N> number of workers 
do not make any positive 
contribution to output and 
their marginal physical 
productivity approaches 
zero beyond point M on the 
TP cruve. Such workers are 
disguised unemployed. 

Economic development 
takes place when these 
workers are shifted from 
the agricultural sector to 
the industrial sector in 
three phases. This is illus- 
trated in Figure 17.2(A), 
(B) and (C) where Panel 
(A) depicts the industrial 
sector and panels (B) and 
(Q the agricultural sector. 

Let us take Panel (Q 
where the labour force in 
the agricultural sector is 


, , . , agriculture 

measured from nght to left on the horizontal axis ON and aericultura! 
output downward from Oon the vertical axis OY. The curve OCX is the 
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(otaf physical productivity curve (TPP) 3 of the agricultural sector. The 
horizontal portion CX of the curve shows that the total productivity is 
constant in this region so that the marginal productivity of MN labour is 
zero. Thus MN labour is surplus and its withdrawal to the industrial 
sector will not affect agricultural output. If, however, it is presumed that 
the entire labour force ON is engaged in the agricultural sector, it 
produces NX total agricultural output Assuming that the entire output 
NX is consumed by the total labour force ON, the real wage is equal to 
NX/ON or the shope of the ray OX This is the institutional wage. 

The allocation process in three phases during the take-off is depicted 
in Panel ( B ) of the Figure 17 2 where the total labour force is measured 
from right to left on the horizontal axis ON and the average output on 
the vertical axis NV. The curve NMRU represents the marginal physical 
productivity of labour (MPP) in the agricultural sector. NW is the insti- 
tutional wage at which the workers are employed m this sector 

In Phase I, NM workers are disguised unemployed. Their marginal 
physical productivity is zero, as shown by NM portion of the MPP curve 
in Panel ( B ) or CX portion of the TPP curve of Panel (C) This 
redundant labour force NM is transferred to the industrial sector shown 
as OM in Panel (A) at the same institutional wage OW(^N\V). 

In Phase II, the MPP of agricultural workers MX is positive in the 
range MR on the MPP curve NMRU but is less than the institutional 
wage KR(^N\V), they get as shown in Panel (B). So they are also 
disguised unemployed to some extent and are shifted to the industrial 
sector. But the nominal wage in the industrial sector will not equal the 
institutional wage in this phase This is because agricultural output 
declines with the transfer of labour to the industrial sector As a result, 
there is a shortage of agricultural commodities leading to nSe in their 
prices relative to industrial goods. This leads to the worsening of the 
terms for the industrial sector, thereby requiring a rise m the nominal 
wage in the industrial sector. The nominal wage rises above the 
institutional wage OXV to LH and KQ. This is shown by the upward 
movement of the supply curve of labour from \VT to H and O, as ML 
and L/CIabour gradually shifts to the industrial sector in Panel (A). The 
movement on the supply curve of labour IVTW/ from T upward is “the 
Lewis turning point.” 

When Phase III begins, agricultural workers start producing agri- 
cultural output equal to the institutional wage and ultimately more than 
the institutional wage they get. This marks the end of the take-off and 
the beginning of the self-sustained growth. This is shown by the rising 
portion RU of the MPP curve in Panel (B) which is higher than the 
institutional wage KR(=NW). Consequently, KO of labour will bey 

s It o t be inverted OTP curve of Figure 17 1(B) 
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shifted from the agricultural sector to the industrial sector at a rising 
nominal wage above KQ in Panel (A) of the figure. This leads to the 
exhaustion of the surplus labour in the agricultural sector which 
becomes fully commercialised. According to Fei and Ranis, “The 
‘exhaustion of the labour surplus' must be interpreted primarily as a 
market phenomenon rather than as a physical shortage of manpower, it 
is indicated by an increase in the real wage at the source of supply.” 

Fei and Ranis point out that as agricultural workers are shifted to the 
industrial sector, there begins a surplus of agricultural commodities. 
This leads to the total agricultural surplus (or TAS) in the agricultural 
sector. The excess portion of total agricultural output over the 
consumption requirement of the agricultural labour force at the 
institutional wage is the TAS. The amount of TAS is a function of the 
number of workers shifted to the industrial sector in each phase of the 
development process. The TAS is measured in Panel (C) of the figure 
by the vertical distance between the line OX and the TPP curve OCX. 
In Phase I when NM labour is transferred, the TAS is BC. In phase II, 
as ML and LK workers are shifted to the industrial sector, DE and FG 
amounts of TAS arise. “TAS may be viewed as agricultural resources 
released to the market through the re-allocation of agricultural workers. 
Such resources can be shiphoned off by means of the investment 
activities of the landlord class and/or government tax policy and can be 
utilised in support of the new industrial arrivals.” 

There is also the average agricultural surplus (or AAS). The AAS is 
the total agricultural surplus available per head to workers allocated to 
the industrial sector. It is as if each allocated workers carries his own 
subsistence bundle along with him. The AAS curve is depicted as 
WASO curve in Panel ( B ) of the Figure. In Phase I, the AAS curve 
coincides with the institutional wage curve WA. In Phase II, when MK 
workers are transferred to the industrial sector, the AAS begins to fall 
from A to S in Panel (B) while TAS is still rising from BC to DE to FG 
in Panel (C). 


In Phase III. AAS declines more rapidly from S to O in Panel (B) and 
IAS also declines as shown by the narrowing of the area from FG 

A A c rd °, l P r c! i Q bcl r PhaSC 111 ° f Panel The decline in both 

AAS and TAS is due to the rise in the MPP of agricultural workers by 
more than the institutional wage which ultimately leads to the transfer 
of the. remaining surplus labour to the industrial sector 
„ Pci Imd R nnis call the boundary between Phases I and II as the 
shortage point when shortages of agricultural goods beein as 
indicated by the fall of the AAS (the portion AS of WASO curve) below 
the minimum institutional wage (NW). And the boundary between 
phase and III as the commercialisation point” which signifies the 
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beginning of equality between MPP and the institutional wage in 
agriculture. Thus the Lews turning point coincides with the shortage 
point of Fei and Ranis, and the increase in the industrial wage is 
speeded up at the commmercialisation point. 

They show that if agricultural productivity is increasing, the shortage 
point and the commercialisation point coincide. This is because with the 
increase in agricultural productivity the nse in MPP enables the output 
to rise to the level of the institutional wage more quickly It may be 
viewed as the shifting of MRU curve upward to the left in Figure 
17.2(B). On the other hand, the AAS increases with the increase in total 
physical productivity. This means that the ASO curve in Figure 17.2(B) 
shifts upward to the right If the nse in productivity is sufficient, the 
MRU and ASO curves in Figure 17 2(B) will so shift upward that the 
shortage point A and the commercialisation point R coincide and Phase 
II is eliminated. So far as the industrial sector is concerned, the increase 
in agricultural productivity has the effect of raising the industrial supply 
curve after the turning point This can be viewed as the shifting of the 
WT\Vf curve downward to the right below point T in Figure 17.2(A). 
According to Fei and Ranis, “The economic significance of the equality 
between our turning point and the commercialisation point is that, after 
the turning point, the industrial supply 
curve of labour finally rises as we enter 
a world in which the agricultural sector 
is no longer dominated by non-market 
institutional forces but assumes the 
characteristics of a commercialised 
capitalist system.” In other words, the 
economic significance of the elimina- 
tion of the second phase is that it 
enables the economy to move smooth- 
ly into self-sustained growth 

Balanced Growth. Fei and Rams 
have further shown that their model 
satisfies the conditions of balanced 
growth during the take-off process. 

Balanced growth requires simultaneous investment in both the agri- 
cultural and industrial sectors of the economy. This is illustrated in 
Figure 17.3 where FP is the initial demand curve for labour and S/S/ the 
initial supply curve of labour. They intersect at a where OM labour 
force is employed in the industrial sector. At this level of employment, 
the industrial sector is getting a profit equal to the area S/Fa. TTiis profit 
is the total investment fund available to the economy during the t^"v 
process. A part of this fund is allocated to the agricultural sector ^ 



LABOUR FORCE 
FIG 17 3 
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raising agricultural productivity and shifting the supply curve of labour 
in the industrial sector downward to the right from S;S, to S 2 S 2 . The 
remaining part of the investment fund is allocated to the industrial 
sector, thereby shifting the industrial demand curve upward to the right 
from PP to Pi Pi - The and P,P, curves intersect at a’ lying on the 
balanced growth path S,a 2 . At a' the industrial sector absorbs ML 
labour force which has been released by the agricultural sector as a 
result of rise in agricultural productivity following the allocation of 
investment fund to it. In Fig. 17.3. ML labour force absorbed in the 
industrial sector exactly equals the labour force ML released from the 
agricultural sector in Figure 17.2(B). . < 

Thus as investment funds are continued to be allocated to both sectors 
through time, the economy will move on the balanced-growth path. But 
there is every likelihood for the actual growth path to deviate from the 
balanced-growth path from time to time. “Such a deviation, however, 
will call into play countervailing equilibrating forces which tend to bring 
it back to the balanced-growth path. The actual path is, in fact, likely to 
be oscillating around the balanced-growth path." For example, if as a 
result of overinvestment in the industrial sector, the demand curve for 
labour shifts to P 2 P 2 and intersects the supply curve of labour S 2 S 2 at a 2 , 
the actual growth path will be above the balanced-growth path. This will 
lead to a shortage of agricultural goods, to a deterioration of the terms 
of trade of the industrial sector and to a rise in the wage rate in this 
sector. This will discourage investment in the industrial sector and 
encourage investment in the agricultural sector and thereby bring the 
actual path to the level of the balanced-grwoth path a*. 


A Critical Appraisal 

The Fei-Ranis model is an improvement over the Lewis model. The 
Lewis model ignores the development of the agricultural sector and 
concentrates exclusively on the industrial sector. The Fei-Ranis model 
shows the interaction between the two sectors in initiating and 
accelerating development. Moreover, its explanation of the Lewis 
turning point is more realistic. But the major merit of the theory is that 
it shows the importance of agricultural products in capital accumulation 
in underdeveloped countries. 


Despite these merits, the model is not free from criticisms 
discussed below. 


which are 


1. Supply or Land not Fixed. Fei and Ranis begin with the assumntion 
that the supply of land is fixed during the development process In the 
long run the amount of land is not fixed, as the statistics of crop acreaee 
m many As, an countnes reveal. For instance, the index number of area 
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under crops (base 1961-62) in India rose from 82 in 1950-51 to 107.3 in 
1970-71. 

2. Institutional Wage not above the MPP. The model is based on the 
assumption of a constant institutional wage which is above the MPP 
during phases I and II of the development process. There is no empirical 
evidence to support this assumption. In fact, in labour surplus 
underdeveloped countries, wages paid to the agricultural workers are 
much below their MPP. 

3. Institutional Wage not -Constant in Che Agricultural Sector. The 
theory assumes that the institutional wage remains constant in the first 
two phases even when agricultural productivity increases. This is highly 
unrealistic because with a general rise tn agricultural productivity, farm 
wages also tend to rise For instance, the daily real wage rates (at 1966 
prices) of agricultural workers for various farm operations in Punjab 
during the period of the green revolution (1967-72) increased by 41.7 
per cent to 55.2 per cent 4 

4 Closed Model. According Fei and Ranis, the terms of trade move 
against the industrial sector in the second phase when agricultural 
output declines and prices of agricultural commodities rise This analysis 
is based on the assumption of a closed economy where foreign trade 
does not exist. But this assumption is unrealistic because underde- 
veloped countries are not close but open economies which import 
agricultural commodities when shortages anse 

5. Commercialisation of Agriculture Leads to Inflation. According to 
the theory, when the agricultural sector enters the third phase, it 
becomes commercialised. But the economy is not likely to move 
smoothly into self-sustained growth because inflationary pressures will 
start. When many workers shift to the industrial sector, the agricultural 
sector will experience shortage of labour In the meantime, the 
institutional wage also equals the MPP of workers and the shortages of 
agricultural products anse All these factors will tend to create 
inflationary pressures within the economy 

6. MPP not Zero. Fei and Ranis observe that "with a fixed amount of 
land, there will be some size of population which is large enough to 
render MPP zero." But Schultz does not agree that in labour-surplus 
economies the MPP is zero According to him, if it were so, the 
institutional wage would also be zero. The fact is that every worker 
receives a minimum wage, may be m kind, if not in cash Thus it is 
wrong to say that the MPP is zero in the agncultural sector. 


M L Jhwgan. "Surpluses Pertaining since ihe Green Resolution and their con- 
tribution to Industrialisation — A Stud) of Punjab ” MAE . Conference Number, u >- 
September 1979 
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Conclusion. However, these limitations do not undermine the 
importance of the Fei-Ranis model for the economic development of 
labour-surplus countries. It systematically analyses the development 
process from the take-off to self-sustained growth through the interac- 
tion of the agricultural and industrial sectors of an underdeveloped 
economy. 



Chapter 18 

LEIBENSTEIN’S CRITICAL MINIMUM 
EFFORT THESIS 


LEIBENSTEIN'S THEORY* 

Harvey Leibenstein has developed the thesis that underdeveloped 
countries are characterized by the vicious circle of poverty that keeps 
them around a low income per capita equilibrium state. The way out of 
this impasse is a certain “critical minimum effort" which would raise the 
per capita income to a level at which sustained development could be 
maintained. In order to achieve the transition from the state of 
backwardness to the more developed state where we can expect steady 
secular growth it is a necessary, though not always sufficient, condition 
that at some point, or during some period, the economy should receive a 
stimulus to growth that is greater than a certain critical minimum size.” 

According to Leibenstein, every economy is subject to “shocks” and 
“stimulants". A shock has the impact of reducing per capita income 
initially; while a stimulant tends to increase it. Certain countries are 
underdeveloped because the magnitude of the stimulants has been small 
and that of shocks large therein. It is only when the income-raising 
factors are stimulated much beyond the income-depressing factors that 
the critical minimum is reached and the economy would be on the path 
to development. 

Growth Agents. The rationale of the critical minimum effort thesis 
rests on the existence of certain favourable economic conditions so that 
the income-increasing forces expand at a rate higher than the 
income-depressing forces. In the development process such conditions 
are created by the expansion of the “growth agents" They are the 
quantum of capacities residing in the members of the population to 
carry out growth contributing activities ” The typical growth agents are 
the entrepreneur, the investor, the saver, and the innovator. The 
growth -contributing activities result in the creation of entrepreneurship, 
the increase in the stock of know ledge, the expansion of the productive 
skills of the people and the increase in the rate of saving and investment. 

’Haney Leibenstein, Economic Backwardness and Economic Crcrwih —Studies in 
I he Theory of Economic Pewlopmenr. 1957 
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Incentives. According to Leibenstein, “whether or not the growth 
agents expand will depend on the anticipated outcome of such activities 
the actual result and on the incentives for further expansion 
contraction generated by the interaction of the anticipation he 

activities and the results.” The incentives are of two types: (i) the 
zero-sum incentives which do not raise national income but have only a 
distributive effort; (it) the positive-sum incentives that lead to the 
expansion of national income. It is apparent that only the positive-sum 
type of activities lead to economic development. But conditions in 
underdeveloped countries are such that entrepreneurs are engaged in 
zero-sum activities. They arc the non-trading activities for securing a 
greater monopolistic position, political power and social prestige; the 
trading activities leading to a greater monopolistic position that do not 
add to ageregate resources; the speculative activities which do not 
utilize savings but do waste scarce entrepreneurial resources; and 
finally, such "activities that do use up net savings, but the investments 
involved arc in enterprises of such nature that their social value is either 
zero, or their social value is very much lower than their private value. 
Thus, the zero-sum activities arc not real income creating activities but 
simple transfers of liquidity from some holders to others. On the other 
side, the positive-sum activities which arc essential for economic 
development have a limited scope in stagnant underdeveloped econo- 
mics. Even if some entrepreneurs undertake real investment projects in 
anticipation of profits, their positive-sum activities will degenerate and 
be directed towards zero-sum activities in the absence of net growth in 
the economy. It is. therefore, necessary that the minimum effort should 
be sufficiently large to create an environment congenial to the 
persistence of positive-sum incentives. 

But in underdeveloped economics there arc certain influences averse 
to change that tend to depress per capita incomes. They are: (j) “the 
zero-sum entrepreneurial activities directed towards the maintenance of 
existing economic privileges through the inhibition and curtailment of 
potcnt.aHy expanding economic opportunities; (ii) the conservative 
activities of both organized and unorganized labour directed against 
change; („/) ,he resistance to new knowledge and ideas, and . the 
simultaneous attraction of classical knowledge and old ideas- (/V) 
increase m essentially non-productive conspicuous public or private 

/•or/y. a high capital-output ratio H rKcr ’ ana 

To me, come these influences nhich keep the economy in a state of 
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economic backwardness, a sufficiently large critical minimum effort is 
required to sustain a rapid rate of economic growth which should 
stimulate the positive-sum incentives and create forces for counteracting 
zero-sum activities. As a result of the critical minimum effort, the per 
capita income would rise and tend to increase the level of saving and 
investment, which in turn, would lead to: (a) an expansion of the growth 
agents; (b) an increase in their contribution to per unit of capital as the 
capital-output r3tio declines; (c) a decrease in the effectiveness of 
factors inhibiting growth; (d) the creation of social and environmental 
conditions that promote social and economic mobility; (e) increased 
specialization and the expansion of secondary and tertiary sectors, and 
lastly, “the development of an atmosphere that leads to changes is more 
conducive to economic and social changes, and especially an environ- 
ment that leads to eventual fertility decline and an eventual decline in 
the rate of population growth.” 

Leibenstein's critical minimum effort thesis is explained in Fig 18.1 
where the 45° line measures induced increases and decreases in per 
capita income The curve x t x, represents all the per capita income- 
raising forces and the curve z,z, the per capita income-depressing 
forces. If the stimulants raise per capita income from the equilibrium 
level Oe to Om, the income-raising forces, thus, generated will raise the 
per capita income level by na But at this level, the income-depressing 
forces fb are greater than the income-raising forces af which will, 
therefore, generate the downward path abed, until it reaches the equili- 
brium position E. It is only when the investment programme raises the 
per capita income to Ok level that the path of sustained growth starts 
Thus, if the per capita income 
level in a period is raised to Ok, 
the income-raising forces gene- 
rated will raise the income level 
to sG which will in turn generate 
the path of endless expansion of 
per capita income as shown by 
the arrow's rising above G 
Raising the per capita income to 
Ok level and beyond point G is 
the critical minimum effort case. 

It should be noted that Leiben- 
stein regards the critical 
mimimum effort as “a minimum 
minimorvm of all possible efforts 
that would lead to sustained real 



income growth” involving “an optimum time pattern of expend 


.—effort.” 
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For sustained development, it is imperative that the initial investment 
effort must he above a certain minimum level so as to generate a 
sufficiently large per capita income level in order to overcome auto- 



nomous or in- 
duced income- 
depressing forces. 
But the critical 
minimum effort 
need not be made 
all at once. It 
would be more 
effective, if it is 
broken up into a 
scries of smaller 
efforts of which 
the applications 
to the economy 
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that with the increase in per capita income, the desire to have more 
children to supplement perental incomes, declines. Increased specializa- 
tion following rising income levels and the consequent social and 
economic mobility make it a difficult and costly affair to rear a large 
family. Therefore, the growth rate of population becomes constant and 
then starts declining gradually as the economy advances toward the p3th 
of sustained development, as has happened fn the case of Japan and 
Western countries There is, according to Leibenstein, a biologically 
determined maximum growth rate of population between 3 and 4 per 
cent, in order to overcome this population hump, the necessary critical 
minimum effort should be large enough This is discussed with the help 
of his diagram as given in Fig 18 3. 

The curve JV measures the level of per capita im.ome which generates 
a level of national income growth 
equal to the growth rate of 
population The curve P indi- 
cates the rate of population 
growth at each level of per capita 
income Starting from point a 
which represents the subsistence 
equilibrium point where there is 
absence of population and in- 
come growth, if the per capita 
income is raised toyb 2 , both the 
population and income growth 
rates are 1 per cent At the y c 
level of per capita income, the 
rate of population growth is higher than the rate of national income 
growth, i e , y e g>y c c, the former is 2 per cent while the latter is I per 
cent. Therefore, the per capita income level should be so raised as to 
increase the national income by more than the rate of population 
growth. This is only passible after y t level of per capita income whence 
the rate of population growth starts declining. Point e is the 3 per cent 
maximum biologically determined growth rate of population assumed 
by Leibenstein y t is thus the critical minimum per capita income level 
to generate the process of sustained economic development 

Leibenstein’s Projections. Leibenstein has also estimated the size of 
the critical minimum effort in the case of an underdeveloped economy 
with a starting population of one million. His calculations w ith regard to 
fertility and mortality rates are based on life expectancy and confirm 
with those of underdeveloped countries in actuality. He makes several 
projections based on different assumptions. But we take only projection 
4b which appears to apply to those underdeveloped countries 



Rate of Population Growth or 
of National Income Growth 
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hnne to check the growth rate of population as the development process 
pins momentum Li is in keepins with the critical minimum tos of 
liibcnstcin. With the annnnl rate of popalat.on 8^o»lh nt 2.03p=t cen . 
the capital-output ratio 3:1, the requtred rate of investment is 1- - P 
cent for the first five-vear period. In the 25th-30th years the population 
Iwlh rate is the maximum. 2.42 per cent, which requires an 
investment of 14.5 per cent. Then the population starts declining and in 
the 50th-55t h years it is 1.49. thus requiring an investment of 13.Uh per 
cent. The required annual rates of national income growth during these 
periods are 4.40. 4.84. and 4.36 respectively. 


A Critical Appraisal 

In the Preface to his book, Lcibenstein writes that his “aim has been 
explanation and understanding — not prescription.” But like Rostow s 
'take-off stage.’ his “critical minimum effort thesis” has caught the 
imagination of economists and planners in underdeveloped countries 
and is regarded as a prescription to economic backwardness. The 
Lcibenstein thesis is more realistic than Rosenstein-Rodan's “big push’ 
theory. Giving a big push to the programme of industrialization all at 
once is impracticable in underdeveloped countries, whereas the critical 
minimum effort can be properly timed and broken up into a series of 
smaller efforts to put the economy on the path of sustained. develop- 
ment. This theory is also consistent with the idea of democratic planning 
to which the majority of underdeveloped countries are wedded. 

Its Defects. But it has its shortcomings. 

1. Population Growth Rate Related to Death Rate. The theory is 
based on the assumption that the rate of growth of population is an 
increasing function of the level of per capita income up to a point, but 
beyond that it is a decreasing function of the latter. But the first process 
is related to the decline in the mortality rates due to the advancements 
in medical science, and improvements in public health measures in 
underdeveloped countries, and not to an increase in the level of per 
capita income. In India, there has been a decline in crude death rate 
from 24 per thousand in 1960 to 33 in 19S2. not due to a rise in the per 
capita income which is almost stationary but as a result of the 
above-mentioned factors. 


,;, D r,r v irth Ra * n0t due t0 Incrcasc Per Capita Income 
Similarly the decline in the birth rate cannot be attributed to an increast 
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in ‘the attitude, understanding, education, social institutions and even 
certain intellectual perceptions.’ Rise in per capita income alone cannot 
perform the trick. There is no guarantee that with the decline in the 
birth rate, population wou!d~start deceasing as per capita income 
increases in underdeveloped countries. 

3. Ignores State Efforts to Reduce Birth Rate. Leibenstcin ignores the 
state action in bringing down the fertility rate. As the experience of 
.Japan has shown, no underdeveloped country can afford to wait for the 
per capita income to rise above the critical minimum level so that the 
birth rate may start declining automatically. In such a situation, she may 
reach the stage of the population explosion thereby creating more 
problems than she can solve by the rise in the per capita income. 

4. Higher than 3 per cent Growth Rate does not Lead to the Take-off. 
Suppose a country has succeeded in crossing the population barrier of 3 
per cent by increasing the growth rate of income above this. According 
to Leibenstein, when an economy has reached ye level of per capita 
income in Fig. 18-1 or Ok in Fig. 18.3, it enters the path of endless 
expansion. Myint questions the correctness of this contention. For it is 
possible to find cases where abortive 'take-offs’ take place “in which a 
country may for a time succeed in raising its saving and investment ratio 
above 10 per cent to 12 per cent and raising the rate of growth in its total 
income above 3 per cent level, but subsequently relapses into a slower 
rate of growth and stagnation.” 

5. Neglects Time Element. The theory fails to take into account the 
time element which is required for sustained efforts during which 
fundamental changes in the institutional and productive structure 
should be taking place for ensuring a successful take-off. To quote 
Myint, “We may therefore question how far this type of analysis, 
originally designed to illustrate the gear shifts in short-run economic 
activity of fully developed engine of growth in the advanced countries, is 
useful for the study of the problem of the long-term economic 
development of the underdeveloped countries which is concerned with 
the construction of the engine of growth itself.” 

6. Complex Relation between Per Capita Income and Growth Rate. 
Again, according to Professor Myint, the functional relationship 
between the level of per capita income and the rate of growth in total 
income is more complex and not so simple, as has been shown by 
Leibenstein. Firstly, the relation of per capita income with the rate of 
saving and investment depends on the distributional pattern of income 
and the effectiveness of financial institutions in mobilizing savings. 
Secondly, the relation between investment and the resultant output is 
not determined by a constant capital-output ratio, as is assum'-M’ 
Leibenstein, but depends on the extent to which ‘the p 
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organization of the country can be improved and how far land-saving 
innovations can be adopted to overcome the tendency to diminishing 
returns on additional investment’ even -after the growth rate of 
papulation has reached the 3 per cent level. 

7. Applicable to Closed Economy. The Leibenstein theory does not 
explicitly explain the influence of foreign capital and other external 
forces on the levels of income, saving and investment in underdeveloped 
countries. 



Chapter 19 

NELSON’S LOW-LEVEL EQUILIBRIUM TRAP 


NELSON’S THEORY 

R. R. Nelson 1 developed the theory of Low-level Equilibrium Trap for 
underdeveloped countries. Like Leibenstein’s Critical Minimum Effort 
Thesis, Nelson’s theory is also based on the Malthusian hypothesis that 
with the increase in the per capita income of a country above the 
‘minimum subsistence level,’ population tends to increase. Initially, 
population grows rapidly with an increase in per capita income. But 
when the growth rate of population reaches “an upper physical limit,” it 
'starts declining with further increases in per capita income. 

According to Nelson, “The malady of underdeveloped economies can 
be diagnosed as a stable equilibrium level of per capita income at or 
close to subsistence requirements ” At a stable equilibrium level of per 
capita income, the rate of saving and consequently the rate of net 
investment are at a low level. Efforts made to raise the rate of saving 
and investment through an increase in the rate of growth of total 
national income are accompanied by a high rate of population growth 
which pushes back the per capita income to its stable equilibrium level. 
Thus underdeveloped economies are caught in a low-level equilibrium 
trap. 

Nelson mentions four social and technological conditions which are 
conducive to trapping. They are. 

(i) A high correlation between the level of per capita income and the 
rate of population growth. 

(it) A low propensity to direct additional per capita income to 
increasing per capita investment. 

(in') Scarcity of uncultivable arable land. 

(iV) Inefficient methods of production. 

He also points toward two other factors, cultural inertia and economic 
inertia. It is cultural inertia that leads to economic inertia, and vice 
versa. 

A study of the economic development of underdeveloped countries 
reveals that most of them are caught in the low-level equilibrium trap 

'R.R. Nelson. "A Theory of the Low-lcvcf Equilibrium Trap," AER, December, 1956 
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due to the presence of the above noted conditions. • 

Nelson uses three sets of relationships to show the trapping of an 
economy at a low level of income. First , income is a function of the 
capital stock, the level of technology, and the size of the population. 
Second, net investment consists of capital created out of savings in the 
form of additions to the stock of tools and equipment in the industrial 
sector plus additions of new land to the amount of land under 
cultivation. Third, “with low per capita incomes, short-run changes in 
the rate of population growth are caused by changes in the death rate, 
and changes in the death rate arc caused by changes in the level of per 
capita income. Yet once per capita income reaches a level well above 
subsistence requirements, further increases in per capita income have a 
negligible effect on the death rate.” 

Given these sets of relationships, the Nelson thesis is explained in 
Fig. 19.1, Panels (A), (B), (C). In Panel (A), y/p relates to the level of 
per capita income which is measured on the horizontal axis, and dp/p is 

the percentage rate of 
growth of population 
measured on the vertical 
axis. The point S' on the 
horizontal axis where 
the growth curve of 
population (dp/p) equals 
the level of per capita 
income, is the minimum 
subsistence level of per 
capita income. At this 
level, population is sta- 
tionary. But to the left of 
S', population is de- 
creasing. If we move 
above S', along the 
growth curve of popula- 
tion, the growth rate of 
population increases up 
to the “upper physical 
limit U, with the in- 
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investment which relates the per capita rate of investment to different 
levels of per capita income. This curve intersects the horizontal axis at 
point X which is the level of zero saving. To the left of this point, there is 
negative investment. In the other hand, if we move above the point X 
along the growth curve of investment, the per capita rate of investment 
will rise even beyond the, upper physical limit of the growth rate of 
population as denoted by point U in Panel (A). 

In Panel (Q, as usual, the horizontal axis measures the level of per 
capita income. On the vertical axis are measured the rate of population 
growth and the rate of growth in total income, ( dy/y ) is the growfh curve 
of income, and {dp/p) is the growth curve of population at the various 
levels of per capita income. The point S is so drawn that it equals the 
zero saving level of income X and the minimum subsistence level of per 
capita income S' so that S*=X=S’. S is the point of the low-level 
equilibrium trap, of the zero growth rate where the growth rate of 
income {dy/y) equals the growth rate of population (dp/p) on the 
horizontal axis. For any increase in per capita income beyond S, the 
growth rate of population is higher than the growth rate of income, so 
that the economy is pushed back to S, the point of stable equilibrium. 
Thus, the economy is caught in the low-level equilibrium trap. "This 
low-level equilibrium trap will be stronger the more quickly the rate of 
population growth responds to a given rise in per capita income and the 
more slowly the rate of growth in total income responds to an increase in 
investment." To get out of this "trap" the economy requires "a 
discontinuous jump” beyond the per capita income level (y/p)' so as to 
reach the new point of unstable equilibrium L. Beyond this point, income 
grows at a higher rate than the growth rate of population which is stable 
at the upper physical limit. Thus the rise in per capita income is 
cumulative beyond (y/p)’ level till the economy reaches (y/p)" level 
where the growth rate of income equals the growth rate of population at 
a new stable equilirium point N Again, beyond point N, further 
government action is required to raise the growth rate of income above 
the growth rate of population. 

Nelson points towards a number of factors to escape the low-level 
equilibrium trap. First, there should be a favourable socio-political 
environment in the country. Second, the social structure should be 
changed by laying greater emphasis on thrift and entrepreneurship. 
Greater incentives should be provided to produce more. And incentives 
should also be provided to limit the size of the family. Third, measures 
should be adopted to change the distribution of income, at the same 
time enabling accumulation of wealth by investors. Fourth, there should 
be an all-pervading government investment programme. Fifth, income 
and capital should be increased by obtaining funds from abroad. , 
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improved production techniques should be used to utilise existing 
resources more fully so . that income is increased from given inputs. 

To escape the low-level equilibrium trap in underdeveloped countries 
requires the simultaneous adoption of all these measures so that the 
growth rate of income is increased more than the growth rate of 
population. Once this is a achieved above a certain minimum per capita 
income level, sustained growth will take place without further govern- 
ment action until a high level of per capita income is reached . 2 
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Chapter 20 

THE “BIG PUSH” THEORY 


ROSENSTEIN-RODAN'S THESIS 

The theory of the “big push” is associated with the name of Professor 
Paul N Rosenstein-Rodan. 1 The thesis is that a “big push" or a large 
comprehensive programme is needed in the form of a high minimum 
amount of investment to overcome the obstacles to development in an 
underdeveloped economy and to launch it on the path to progress. To 
stress his argument, he quotes an analogy from an MIT Study. “There is 
a minimum level of resources that must be devoted to... a development 
programme if it is to have any chance of success. Launching a country 
into self-sustaining growth is a little like an airplane off the ground. 
There is a critical ground speed which must be passed before the craft 
can become airborne.. ” 2 The theory states that proceeding “bit by bit" 
will not launch the economy successfully on the development path, 
rather a minimum amount of investment is a necessary condition for 
this. It necessitates the obtaining of externa! economies that arise from 
the simultaneous establishment of technically interdependent indus- 
tries. Thus indivisibilities and external economies flowing from a 
minimum quantum of investment are a prerequisite for launching 
economic development successfully. 

Rosenstein-Rodan distinguishes between three different kinds of 
indivisibilities and external economies. One, indivisibilities in the 
production function, especially the indivisibility of the supply of social 
overhead capital, two, indivisibility of demand, and three, indivisibility 
in the supply of savings. Let us analyse the role of these indivisibilities in 
bringing economic development. 

1 Indivisibilities in the Production Function. According to 
Rosenstein-Rodan, indivisibilities of inputs, outputs ot processes lead to 
increasing returns. He regards social overhead capital as the most 
important instance of indivisibility and hence of externa! economies on 
the supply side The services of social overhead capital comprising basic 
industries like power, transport, and communications are indirectly 


'Notes on the Theory ot 'Big Push.’ in Economic De > e/opment of Latin America , Cb 
III. (ed.) HS Ellis and WW WaUich. 1961 
} The Objectives of VS Economic Assistance Programmes. 1937 
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productive and have a long gestation period They f n "°^ e 
Their installations require a “sizeable initial lump o 1 • 


excess capacity is likely to remain in 


them for some time. They also 


possess "an irreducible minimum industry mix of different public 
utilities, so that an underdeveloped country will have to invest between 
30-40 per cent of its total investment in these channels.” 

Thus, social overhead capital is characterised by four indivisibilities. 
First, it is irreversible in time and, therefore, must precede other 
directly productive investments. Second, it has a minimum durability, 
thus making it very lumpy. Third, it has a long gestation period. Last, it 
has an irreducible minimum industry mix of different kinds of public 
utilities. These indivisibilities of supply of social overhead capital are 
one of the principal obstacles to development in underdeveloped 
countries. Therefore, a high initial investment in social overhead capital 
is necessary in order to pave the way for quick-yielding directly 
productive investments. 

2. Indivisibility of Demand. The indivisibility or complementarity of 
demand requires simultaneous setting up of interdependent industries in 
underdeveloped countries. This is because individual investment pro- 
jects have high risks as low incomes limit the demand for their products. 
To illustrate, Roscnstcin-Rodan takes first a closed economy where a 
hundred disguised unemployed workers are employed in a shoe factory 
whose wages constitute an additional income. If these workers spend all 
their income on shoes they manufacture, the shoe market will have .a 
regular demand and thus succeed. But the fact is that they would not 
like to spend all their additional income on shoes, human wants being 
diverse. Nor will the people outside the factory buy additional shoes 
when they are poor. Thus, the new factory will be abandoned for want 
of an adequate market. To vary the example, suppose that ten thousand 
unemployed workers are engaged in one hundred factories (instead of 
hundred workers in one factory') who produce a variety of consumer 
goods and spend their wages on buying them. The new' producers would 
be each others customers and thus create market for their goods. The 
complementarity of demand reduces the risk of finding a market and 
increases the incentive to invest. In other words, it is the indivisibility of 

emand which necessitates a high minimum quantum of investment in 
inter-dependent industries to enlarge the size of the market Rosen- 
5 C ° f ,hc shoe factor >’ is explained in Fig. 20.1. The curves 
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FIG 20 I 

simultaneous investment is made in a number of different industries, the 
market for shoes expands The demand for shoes rises to D 4 (four 
times) so that the quantity of shoes becomes OQ 4 (40.000) Now the 
shoe factory earns profits equal to P A RST. Similarly, oihcr industries 
earn profits. 

3. Indivisibility in the Supply of Savings. A high income elasticity of 
saving is the third indivisibility in Rosenstein’s theory. A high minimum 
size of investment requires a high volume of savings This is not easy to 
achieve in underdeveloped countries because of low incomes. To 
overcome this, it is essential that when incomes increase due to an 
increase in investment, the marginal rate of saving should be very much 
higher than the average rate of saving. 

Given these three indivisibilities and the external economies to which 
they give rise, a “big push** or a minimum quantum of investment is 
required to overcome the obstacles to development in underdeveloped 
countries “There may be finally a phenomenon of indivisibility in the 
vigour and drive required for a successful development policy,” writes 
Rodan. But proceeding bit by bit in an isolated and small way does not 
lead to a sufficient impact on growth A climate for development is only 
created when investment of a minimum speed or size is made within an 
underdeveloped economy. 

A Critical Appraisal 

Professor Rosenstcin Rodan regards his theory of development 
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superior to the traditional static equilibrium theory because it appears to 
contradict the latter's motto that nature does make jumps. His theory is 
based on more realistic assumptions of indivisibilities and “nonapprop- 
riabilities” in the production functions. It examines the path towards 
equilibrium and not merely the conditions at a point of equilibrium. It 
is. thus, primarily a theory of investment concerned with imperfect 
markets in underdeveloped countries. It is a high minimum quantum of 
investment rather than price mechanism in such imperfect markets that 
takes an underdeveloped economy towards an optimum position. 

The ‘'big push” theory is. however, not free from certain defects. 

1. Negligible Economies from Investment in Export and Import 
Substitutes. The main justification for a “big push’” in investment on 
social overhead capital is the realization of extensive external econo- 
mies. Hut as pointed out by Viner, 3 underdeveloped economies realize 
greater economics from world trade independently of home investment. 
Hodan has recognised this fact, but keeps silent over another reality that 
in the newly developing countries investment for export and- for 
marginal import substitutes occupies a large chunk of total investment. 
‘Hie external economics argument for a “big push” losses its justification 
because external economies arc negligible in the above types of 
investments. 

2. Negligible Economics even from Cost-Reducing Investments. Even 
in the production of local consumer goods and most public utilities, 
potential external economics can be realized in a limited way. 
Investments in the case of fairly inelastic demand are cost-reducing 
rather than output-expanding. Since external economies accrue from 
the output-expansion in the initial industry, they are negligible in the 
case of cost-reducing investment. 


3. Neglects Investment in the Agricultural Sector. One of the 
principal defects of the "big push" theory is that it emphasizes the 
importance , of a high level of investment in all types of industries— 
capital goods, consumer goods and social overhead capital— except the 
agricultural and other primary industries. In acriculture-oriented 
underdeveloped countries, a "big push" of large investments in 
irngat on. transportation facilities, land reforms, and in improving 
agricultural practices through better tools, implements, fertilisers etc 8 
are as important as investment in other industries. The neglect of the 
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minimum amount of investment on social overheads is highly expensive. 
Moreover, overhead capital has a high capital-output ratio and a very 
long gestation period. This makes the task of developing LDCs more 
difficult and longer. This is because such countries do not possess 
enough financial resources to provide social overhead capita! required 
for the ‘‘big push”. The period during which social overhead capital is 
being formed will also be one of inflationary pressures because of the 
shortage of consumer goods. These inflationary pressures, in turn, 
would prolong the process of building social overhead capital, thus 
making it highly difficult for an LDC to achieve rapid economic 
development. 

5. Low Investment Leads to Large Increase in Output. Professor John 
Adler’s statistical analysis of the economic development of the world 
reveals that “a relatively low level of investment ‘pays off well in the 
form of additional output.” 4 This conclusion is based on his study of law 
capital-output ratios in India, Pakistan and in many other Asian and 
Latin American countnes Thus, there appears to be little conclusive 
proof that a “big push” of investment is a prerequisite for the economic 
development of underdeveloped countries. 

6. Administrative and Institutional Difficulties. Further, the “big 
push" theory is based upon a burst of state-engineered investment 
Rosenstein himself points out that in the presence of imperfectly 
developed markets in underdeveloped countries, the price mechanism is 
a very poor signalling system. But the dependence on state investment 
itself poses a number of problems The administrative and institutional 
machinery in such economies is weak and inefficient. Difficulties arc 
bound to arise not only in drawing up the plans for various projects but 
also in their execution. Lack of statistical information, technical 
know-how, trained personnel and coordination between the various 
departments are some of the complex problems which are not easy of 

■ solution Moreover, the majority of underdeveloped countnes have a 
mixed economy, where the pnvate and public sectors are mostly 
competitive rather than complementary This leads to mutual rivalry 
and suspicion which are inimical to a balanced growth of the economy 

7. Not an Historical Fact. Last but not the least. Professor Rodan’s 
thesis is a sort of ‘prescription’ for launching underdeveloped countries 
on the path to progress rapidly in the present It is not an historical 
explanation of how development takes place Historically, the presence 
or absence of a “big push" has not been a distinguishing feature of 
growth anywhere, according to Professor Hagen 5 

“‘World Economic Growth — Retrospect ami Prospect," RES August 1956 - 

5 £ E Hagen, On i he Theory of Social Change. 1962 



Chapter 21 

THE DOCTRINE OF BALANCED GROWTH 


meaning of balanced growth 


The doctrine of balanced growth has several authors svho interpret it in 
their own way. To some it means investing in a laggard sector or 
industry so as to bring it abreast of others. To others, it implies that 
investment takes place simultaneously in all sectors or industries at 
once. Still to others, it means balanced development of manufacturing 
industries and agriculture . 1 

Balanced growth, therefore, requires balance between different 
consumer goods industries, and between consumer goods and capital 
goods industries. It also implies balance between industry and agricul- 
ture, and between the domestic and export sector. Further, it entails 
balance between social and economic overheads and directly productive 
investments, and between vertical and horizontal external economies. 
In fine, the theory of balanced growth states that there should be 
simultaneous and harmonious development of different sectors of the 
economy so that all sectors grow in unison. 

For this, balance is required between the demand and supply sides. 
The supply side lays emphasis on the simultaneous development of all 
intcr-rclatcd sectors which help in increasing the supply of goods. It 
includes the simultaneous and harmonious development of intermediate 
goods, raw materials, power, agriculture, irrigation, transport, etc., and 
all industries producing consumer goods. On the other hand, the 
demand side relates to the provision for larger employment opportuni- 
ties and increasing incomes so that the demand for goods and services 
may rise on the part of the people. The demand side is related to 
supplementary - industries, consumer goods industries, especially agricul- 
ture and manufacturing industries. When with the simultaneous setting 
up of all types of industries large number of people are employed, they 
create demand for each other's goods. In this way, all goods will be sold 


Th„ doctrine of balanced growth has been advocated by Rosenstein- 
odan, Ragnar Nurksc. and Arthur Lewis. Let us examine the concept 
m detail with reference to Rodnn's and Nurkse’s formulations. ? 


'See, C.P. Ktndlcberpet. o P . cm. Ch. 9 (or different interpretations. 
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Explanation of the Theory 

R osenstein -Rodan was the first economist who propounded the 
theory of balanced growth without using these words in his 1943 article. 2 
He argued that the whole of the industry to be created in eastern and 
south-eastern Europe should be treated and planned like one huge firm 
or trust. His main contention is that “often SNIP (Social Marginal 
Product) of an investment is different from us PMP (Private Marginal 
Product) and that when a group of industries is planned together in 
accordance with their SMPs, the rate of growth of the economy is 
greater than it would have been otherwise.” This is because -an 
individual entrepreneur is interested only in the PMP of investment and 
is not likely to have an accurate assessment of its SMP In support of hts 
argument Roscnstein-Rodan gives a number of examples where the 
SMP of an investment is greater than its PMP. It is complementarity of 
different industries which leads to the most profitable investment from 
the standpoint of the society He gives the example of the shoe factory. 
Suppose a large shoe factory is started in a region where 20,000 
unemployed workers are employed If these workers spent all their 
wages on shoes, a market for shoes would be created But the trouble is 
that the workers will not spend all their wages on shoes. If, instead, a 
whole senes of industries were started which produce the consumption 
goods on which workers would spend all their incomes, all the industries 
would expand via the multiplier process. The planned creation of such a 
complementary system of industries would reduce the risk of not being 
able to sell their products and would lead to a large scale planned 
industnalisation. TTns very idea has been developed and elaborated by 
Ragnar Nurkse in his thesis 

According to Nurkse, 3 vicious circles of poverty are at work in 
underdeveloped countnes which retard economic- development. If, 
however, they are broken, economic development will follow. The 
vicious circles operate both on the supply side and the demand side. 

On the supply side, there is the small capacity to save resulting from 
low' real income The low real income is due to low' productivity which in 
turn is due to deficiency of capital. The deficiency of capital is the result 
of low capacity to save. On the demand side, inducement to invest is low 
because of low demand which is due to low level of real income of the 
people. The inducement to invest is. therefore, limited by the size of the 
market which in turn depends upon productivity, because ‘the capacity 
to buy is in fact the capacity to produce.’ And productivity depends on 

^Problems of industnalisation of Eastern and South-Eastern Europe. in op <rt (e4 ) 
Aggarwal and Singh 

* Problems of Ctpttjl Formation in Undcrde wlopcd Countries, Ch I. •' 
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the amount of capital used in production. But for an individual 
entrepreneur the use of capital is inhibited by the small., size of the 
market which in turn is limited by low productivity. Thus the vicious 

circle is complete. , . . 

How to Break these Circles? Individual investment decisions cannot 

solve the problem. Nurkse cites Rosenstein-Rodan’s famous example o 
the shoe factory to substantiate his argument. Suppose, a shoe industry 
is set up. If in the rest of the economy nothing is done to increase 
productivity and purchasing power, the market for the additional shoe 
output is likely to be deficient. People engaged in the industry will not 
like to spend all their income on shoes, human wants being diverse. Nor 
will the people outside the new industry' buy a pair of shoes every year 
when they do not have enough to meet their bare necessities. Thus, 
the new industry is likely to fail for want of the adequate market. 

How Can the Market be Enlarged? The size of the market can be 
enlarged by monetary expansion, by salesmanship and advertising, by 
abolishing trade restrictions and by expanding the economic infrastruc- 
ture. It can also be widened cither by a reduction in prices (money 
incomes remaining constant), or by an increase in money incomes while 
keeping prices constant. This implies increase in productive efficiency 
and in real income. But in underdeveloped countries market is not large 
enough to permit production on a scale that may lead to reduction in 
costs. Moreover, inelastic consumer demand, technical discontinuities 
and lack of enterprise keep down the demand for capital. 
Therefore, the only way out of this impasse, according to Nurkse, is 
“more or less synchronized application of capital to a wide range of 
different industries. Here is an escape from the deadlock, here the result 
is an over-all enlargement of the market. People working with more and 
better tools in a number of complementary projects become each 
others customers. Most industries catering for mass consumption are 
complementary in the sense that they provide a market for, and thus 
support each other. The case for ‘balanced growth’ rests on the need for 
a ‘balanced diet’," 

Nurkse takes the cue for the notion of balanced growth from Say’s 

dfsSta f f ti0n 0{ “ Evcr y incrcase °f production, if 
oronoriinn miSCa!culation amon S a « kinds of produce in the 

SEES h?tnT ,c TT wouid d, ' ctate ’ creatcs ’ rather 

inS?,, i dcmand - Bu! a substantial use of capital by an 

:s r : xrs; t may bc 

Of capital to a wide range of projects^ fcnr T *, Synchronizcd U f 
genera! level of economic efficiLv Indfni induS nes ma >' raise the 

“A frontal attack of this ^I? / gC lhe S1ZC ° f thc markcL 
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number of different industries” — has been called by Nurkse, balanced 
growth. 

‘‘The way to do this is by a simultaneous wave of new plants 
composed in such a way that full advantage is taken of complementaries 
and external economies on the supply side and of the complementarities 
of markets on the demand side." Investment in a wide range of 
industries leads to vertical and horizontal integration of industries, a 
better division of labour, a common source of raw materials and 
technical skill, an expansion of the size of the market and better 
utilization of social and economic overhead capital. Investment in 
productive equipment and in human capita! should be simultaneous, for 
investment in the former would be useless unless people are educated 
and healthy to operate it. Nurkse pleads that social and economic 
overhead facilities should be created ahead of demand to stimulate and 
support the various sectors of the economy. Private enterprise in an 
underdeveloped country is incapable of taking advantage of these 
external economies because of its incapacity to start ‘a wave of capital 
investments’ on a wide range of projects. But Nurkse believes that 
private enterprise can achieve the desired effect under the stimulus of 
certain incentives . 4 He pleads that ordinary price incentives may bring 
about balanced growth in a small degree. However, a wave of new 
applications of capital over a wide range of different industries can be 
promoted by the monetary effects of the initial investment and other 
effects. 

The doctrine of balanced growth requires a balance between different 
sectors of the economy during the process of economic growth. There 
should be proper balance between investment in agriculture and 
industry. Agriculture and industry are complementary. An increase in 
industrial output requires an expansion of agricultural output. If 
employment increases in the industrial sectors, it will lead to an increase 
in the demand for foodstuffs. Supplies of food must, therefore, be 

*ln his first Istanbul Lecture (1958). Nurkse said, “According to some writers the 

balanced growth argument implies that ihe market mechanism is eliminated and that 
investments must be effected according to a coordinated plan This opinion, seems to me 
dubious As a means of creating inducements to invest, balanced growth can be said to be 
relevant primarily to a private enterprise system State investment can and often does go 
ahead without any market incentives Planning authorities can apply capital, if they have 
any, in whatever they may choose .. It a private investment that a attracted by markets 
and that needs Ihe inducement of growing markets It is here that the element of mutual 
support is so useful and, for rapid growth, indispensable* ** (Equilibrium and Growth in the 
World Economy). This is not a correct view, for the price mechanism alone is not capable 
of producing the simultaneous and mutually supporting wave of investments required by 
balanced growth It is only deliberate planning and coordination whether private or 
governmental that can do the tnclr 
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the amount of capital used in production. But for an individual 
entrepreneur the use of capital is inhibited by the small, size of th 
market which in turn is limited by low productivity. Thus the vicious 

circle is complete. . 

How to Break these Circles? Individual investment decisions cannot 

solve the problem. Nurkse cites Rosenstein-Rodan's famous example of 
the shoe factory to substantiate his argument. Suppose, a shoe industry 
is set up. If in the rest of the economy nothing is done to increase 
productivity and purchasing power, the market for the additional shoe 
output is likely to be deficient. People engaged in the industry will not 
like to spend all their income on shoes, human wants being diverse. Nor 
will the people outside the new industry buy a pair of shoes every year 
when they do not have enough to meet their bare necessities. Thus, 
the new industry is likely to fail for want of the adequate market. 

How Can the Market be Enlarged? The size of the market can be 
enlarged by monetary expansion, by salesmanship and advertising, by 
abolishing trade restrictions and by expanding the economic infrastruc- 
ture. It can also be widened either by a reduction in prices (money 
incomes remaining constant), or by an increase in money incomes while 
keeping prices constant. This implies increase in productive efficiency 
and in real income. But in underdeveloped countries market is not large 
enough to permit production on a scale that may lead to reduction in 
costs. Moreover, inelastic consumer demand, technical discontinuities 
and lack of enterprise keep down the demand for capital. 

Therefore, the only way out of this impasse, according to Nurkse, is 
“more or less synchronized application of capital to a wide range of 
different industries. Here is an escape from the deadlock, here the result 
is an over-all enlargement of the market. People working with more and 
better tools in a number of complementary projects become each 
others customers. Most industries catering for mass consumption are 
complementary in the sense that they provide a market for, and thus 
support each other. The case for ‘balanced growth’ rests on the need for 
a ‘balanced diet’.’’ 

Nurkse takes the cue for the notion of balanced growth from Say’s 

Law and cites Mill's formulation of it, “Every increase of production, if 

distributed without miscalculation among ail kinds of produce in the 

proportion which private interest would dictate, creates or rather 

cons, nates, its own demand.’’ But a substantial of capital by an 

individual entrepreneur in any particular industry may be unprofitable 

due to the small size of the market. On the contrary n,n P , 
of m *i u’ifif* _r • . .. comra ry> a synchronized use 
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rahed. Similarly supplies of raw materials should also rise with the 
expansion of the industrial sector. 5 It is imperative that the agricultural 
sector must also develop along with the industrial sector otherwise 

inflation will set in. . 

A balance is also required between the domestic sector and the 
foreign sector. “Export revenue is an important source for financing 
development; imports rise as production and employment expand; and 
domestic trade itself requires increasing imports of necessary materials 
and equipment. To pay for these rising imports, and to allow exports to 
finance development as much as possible, the country cannot expand its 
domestic trade at the expense of its foreign trade. The domestic sector 
musi grow in balance with the foreign sector.” 6 Nurkse observes, 
"Balanced growth is a good foundation for international trade, as well 
as a way of filling the vacuum at the periphery.” He underlines the 
importance of improvement in transport facilities and advocates 
reduction in transport costs, abolition of tariff barriers and creation of 
custom unions to enlarge the market in the economic and geographic 
sense. In this way, developing countries would become each others’ 
customers, increase their per capita consumption of agricultural and 
manufactured goods with the increase in their income elasticity of 
demand. Nurkse docs not advocate autarky. With the increase in 
domestic production, the domestic as well as the foreign market is likely 
to expand. But even if foreign trade shrinks due to restrictions imposed 
by other countries, the best way is to expand its output for domestic 
consumption, thereby increasing employment and income in the 
economy. 

To sum up in the words of Lewis, “In development programmes all 
sectors of the economy should grow simultaneously, so as to keep a 
proper balance between industry and agriculture and between produc- 
tion for home consumption and production for export ... the logic of this 
proposition is as unassailable as its simplicity.” 7 


Criticism or the Doctrine of Balanced Growth 

Ifirsd.man CU Sim^ T* *"7* haS bcen sevcrcl >’ criticised by 
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is likely to raise money and real costs of production, and so make them 
economically unprofitable to operate in the absence of sufficient capital 
equipment, skills, cheap power, finance and other 'necessary raw 
materials. 

2. No Attention to Reducing Costs. Kindleberger observes that instead 
of starting with new industries, Nurkse's theory does not consider the 
possibility of cost reduction in existing industries. 

3. Other Problems. Granted that it is within the competence of an 
underdeveloped country to establish new industries, a number of other 
problems are likely to arise. When the new industries are established, 
the demand for the products of the existing firms will decrease and make 
them unprofitable. At the same time, the demand for factors of 
production will rise which is likely to raise the prices of factors of 
production in all industries. As J. Marcus Fleming has said, “Whereas 
the balanced growth doctrine assumes that the relationship between 
industries is for the most part complementary, the limitation of factor 
supply ensures that the relationship is for the most part competitive." 8 

4. Fails as a Theory of Development. According to Hirschman 9 the 
doctrine of balanced growth fails as a theory of development. 
Development implies the process of change of one type of economy into 
another more advanced type. But the doctrine of balanced growth 
would involve the supenmposition of an entirely new self-contained 
modem industrial sector upon the stagnant and equally self-contained 
traditional sector. Hirschman opines, “This is not growth, it is not even 
the grafting of something new on to something old; it is a perfectly 
dualistic pattern of development.” 

5. Beyond the Capabilities of Underdeveloped Countries. Again, 
according to Hirschman, the doctrine “combines a defeatist attitude 
towards the capabilities of underdeveloped economies with completely 
unrealistic expectations about their creative abilities On the one 
hand, officials in underdeveloped countries lament that the necessary 
skills and other resources for development are lacking in the economy. 
On the other hand, the protagonists of the balanced growth doctrine 
assume that persons lacking in skills and entrepreneurial ability become 
omniscient overnight and are in a position to start a chain of new 
industries. The whole doctrine thus appears to be a contradiction in 
itself. It seems strange that what cannot be done piecemeal, can be done 
in a big way and is considered to be within the physical and intellectual 
competence of an underdeveloped country. It is as if a builder, not in a 

'J M Fleming, “External Economics and Balanced Growth." in Aggrauat and Singh 
(ed.) op or., p 279 

*A O. Hirschman, The Strategy of Economic Dctrlopmcni. p S2 

N ibid . p S3. 



186 


The Economics of Development and Planning 


position to construct the ground floor, were advised to build the next 
wo floors instead. As Dr Singer has stated, “The advantages of multiple 
development may make interesting reading for economists but they are 
gloomy news indeed for the underdeveloped countries. The initial 
resources for simultaneous developments on many fronts are generally 
lacking.”' 1 If a country possesses enough skills and resources she would 
not be underdeveloped in the first instance. 

6. Disproportionality in Factors. Another problem in underdeveloped 
countries is the disproportionality in the factors of production. In some 
countries. labour is in abundance but capital and entrepreneurial skill 
are scarce. While in others, labour and capital are scarce but other 
resources arc in abundance. This is a great hindrance to the practical 
application of the concept of balanced growth. 

7. Shortage of Resources. The doctrine fails to solve the problem of 
the shortage of resources. It is based on Say's Law that supply creates its 
own demand. But supply of goods refers to the demand for factors 
especially for capital which docs not create its own supply'. When 
investments are being made simultaneously in a number of new 
industries, the demand for factors would become competitive. But the 
supply of factors is inelastic in underdeveloped countries. Thus the main 
argument of the theory breaks down. Nurkse, however, assumes that 
resources arc available for net investment and a given labour force is 
being equipped with an increasing stock of capital. But the problem of 
allocation of the increasing stock of capital still remains. In such a 
situation, writes Dr Singer, “perhaps guerilla tactics are more suitable 
for the circumstances of underdeveloped countries than a frontal 
attack.” 

8. Wrong Assumption oHncreasing Returns. The doctrine of balanced 
growth pre-supposes the need for balanced investment to provide a 
growing demand, and the existence of increasing returns. But these two 
forces pull in opposite directions. If returns increase considerably, an 
underdeveloped country would not like to invest in a railway line and a 
roadway between the same points, and it will have to choose for 
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experience of many developed countries suggests that many services can 
be provided initially at low investment costs. For example, there are 
other ways of generating electricity than by damming a big river; 
diesel-generating sets or thermal plants can be installed. If capital is 
extremely scarce, a low investment-low cost technique with a quick 
fruitionlag is more economical. As Dr Singer says, “Think Big’s sound 
advice to underdeveloped countries but ‘Act Big’ is unwise counsel if it 
spurs them to do more than their resources permit.” 12 

10. Balanced Growth not Essential for Induced Investment. According 
to Kurihara, “Balanced growth is not, as Nurkse supposes, to be desired 
to induce private investment but to be desired for its own sake, as far as 
an underdeveloped country is concerned. Nurkse’s complaints about an 
underdeveloped economy’s restricted markets and low real income 
tending to inhibit the private inducement to invest would be unneces- 
sary if autonomous public investment of a capacity increasing as well as 
income generating nature was allowed to play a greater role.” 

11. Docs not Consider Planning. The Nurkesian doctrine of balanced 
growth is primarily related to private enterprise economy where the 
need for planning does not arise. In fact, simultaneous investment in all 
sectors requires planning direction and coordination by the government. 
As aptly pointed out by Myrdal, “Nurkse did not explain how his 
limited desideratum of balanced growth of different industries . . . should 
be fitted into the type of comprehensive planning that is the declared 
policy in all South Asian Countries and that has a strong rationale in 
their actual situation.’’ 13 

12. Concept of Balanced Growth Applicable to Developed Countries. 
Further, the balanced growth doctrine is in fact the application of 
Keynesian underemployment situation to an underdeveloped economy. 
According to the Keynesian theory, simultaneous multiple development 
during the upswing of the trade cycle can lead to a balanced recovery of 
economic activity “for the industries, machines, managers, and work* 
ers, as well as consumption habits, are all there, only waiting to resume 
their temporarily suspended functions and roles." But in an under- 
developed economy this is not so whether the State lends a helping hand 
or not. 1 , 4 Because in such economies there is no temporary suspension of 

“Professor J.K Galbraith has stressed the same point in Economic Development in 
Perspective (p. 25) He says, “Not long ago, in a neighbouring Asian country u here there 
- is much unemployment and scarcity of capital, I saw expensive automatic gates imported 
from abroad, being installed at the railroad crossing "These are a necessary development 
in those countries where no one « any longer tradable for the effective life of a 
fateman But not here... and considerable money would have been saved and utdired 
e/sew here." I tabes mine 

U G. Myrdal, Asian Drama, 1968. 

m A O. Hirschman, op. at , p. 54. 
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economic activity. Economic activity is static. Capital, skills, factor 
supplies and economic infrastructure are woefully lacking. It is, 
therefore, wrong to apply a theory applicable to a developed economy 
on an underdeveloped economy. 

13. Scarcities and Bottlenecks Encourage Growth. According to Paul 
Streetcn, historically, it was not balanced growth but scarcities and 
bottlenecks that provided the stimulus to the inventions that revolutio- 
nized England’s and the world’s economic system, and that inventions in 
turn created new scarcities and bottlenecks. Had the world depended on 
balanced development, it would have reduced or even eliminated the 
incentives for discoveries, or at any rate for their application. Thus it is 
on unbalanced growth that the history of technological progress rests. 

We may conclude with Dr Singer that “the doctrine of balanced 
growth is premature rather than wrong in the sense that it is applicable 
to a subsequent stage of sustained growth rather than to the breaking of 
a deadlock.” 15 
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Chapter 22 

THE CONCEPT OF UNBALANCED GROWTH 


INTRODUCTION 

The theory of unbalanced growth is the opposite of the doctrine of 
balanced growth. According to this concept, investment should be made 
in selected sectors rather than simultaneously in all sectors of the 
economy. No underdeveloped country possesses capital and other 
resources in such quantities as to invest simultaneously in all sectors 
Therefore, investment should be made in a few selected sectors or 
industries for their rapid development, and the economies accruing 
from them can be utilized for the development of other sectors. Thus 
the economy gradually moves from the path of unbalanced growth to 
that of balanced growth. Economists like Singer, Kmdleberger, 
Streeten, etc , have expressed their views in favour of the unbalanced 
growth doctrine which are in fact the criticisms of the theory of balanced 
growth It is, however, Hirschman who has propounded the doctrine of 
unbalanced growth in a systematic manner. 1 

Hirschman’s Strategy. The concept of ‘unbalanced growth* has been 
popularized by Hirschman 2 It is his contention that deliberate 
unbalancing the economy, according to a pre-designed strategy, is the 
best way to achieve economic growth in an underdeveloped country- 
According to Hirschman, investments in strategically selected industries 
or sectors of the economy will lead to new investment opportunities and 
so pave the way to further economic development. He maintains that 
“development has of course proceeded in this way. with growl h being 
communicated from the leading sectors of the economy to the followers, 
from one industry to another, from one firm to another.” He regards 
development as a “chain of disequihbria” that must keep alive rather 
than eliminate the disequilibria, of which profits and losses are 
symptoms in a competitive economy. If the economy is to be kept 
moving ahead, the task of development policy is to maintain tensions, 
disproportions and disequilibria. This “seesaw advance" is induced by 
one disequilibrium that in turn leads to a new disequilibrium and so on 
ad infinitum. 

‘Rostov also favours unbalanced growth and eipljms in terms of ihe leading sectors 

J A.O Hirschman, op. at.. Chapters 4-7. 
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According to Hirschman, when new projects are started they 
appropriate external economies created by previous projects and create 
new external economies that can be exploited by subsequent ones. 
There are some projects that appropriate more external economies than 
they create which he calls convergent series of investments. Hirschman 
also calls them induced investments for they are net beneficiaries of 
external economies. There are other projects too that create more 
external economies than they appropriate which he characterizes as 
divergent series of investments. From the point of view of the economy, 
the latter may have a greater social desirability than private profit- 
ability, whereas induced investments may be less desirable from the 
social viewpoint. In practice, development policy should aim at (i) the 
prevention of convergent series of investments which appropriate more 
external economies than they create; and (ii) the promotion of divergent 
series in which more economies are created than are appropriated. 
Development can only take place by unbalancing the economy. This is 
possible by investing either in social overhead capital (SOC) or in 
directly productive activities (DPA). The former creates external 
economies while the latter appropriates external economies. 

Unbalancing the Economy with SOC. Social Overhead Capital has 
been defined as “comprising those basic services without which primary, 
secondary, and tertiary productive activities cannot function,” In SOC 
are included investments on education, public health, communications, 
transportation and conventional public utilities like light, water, power, 
irrigation and drainage schemes, etc. 

A large investment in SOC will encourage private investment later in 
Directly Productive Activities (DPA). For example, cheaper supply of 
electric power may encourage the establishment of small industries. 
SOC investments indirectly subsidise agriculture, industry or commerce 
by cheapening various inputs which they use or by reducing their costs. 
Unless SOC investments provide cheap or improved services, private 
investments in DPA will not be encouraged. Thus the SOC approach to 
economic development is to ‘unbalance’ the economy so that subse- 
quently investments in DPA are stimulated. As Hirschman puts it, 
“Investment in SOC is advocated not because of its direct effect on final 
output, but because it permits and in fact invites DPA to come 

in. ...Some SOC investment is required as a prerequisite of DPA 
investment." 

Unbalancing the Economy with DPA. An imbalance can also be 
created via DPA. A government might directly or indirectly invest in 
DPA instead of investing in SOC. If DPA investment in undertaken 
first, the shortage of SOC facilities is likely to raise production costs 
substantially. In course of time, political pressures might stimulate 
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stimulate investment in SOC also. Investment sequences are generated 
by profit expectations and 
political pressures. Profit 
expectations generate the 
sequence from SOC to 
DPA and political pres- 
sures from DPA to SOC. 

The Path to Develop- 
ment. Hirschman calls the 
first sequence (from SOC 
to DPA) "development 
via excess capacity of 
SOC" and the second 
sequence (from DPA to 
SOC) “development via 
shortage of SOC ’’ As to 
which sequence should be followed first for economic development, 
Hirschman prefers that sequence which is “vigorously self-propelling." 
This can be explained with the help of Hirschman's slightly modified 
diagram Fig. 22.1. 

DPA investments are measured along the vertical axis. The curves a b 
c are ‘isoquants’ showing various quantities of DPA and SOC which will 
give the same gross national product at any point. As we move to a 
higher curve, it represents a higher gross national product. The curves 
are so drawn that the 45° line through the origin connects the optimal 
points on the different curves. This line shows the balanced growth of 
DPA to SOC. 

Hirschman makes two assumptions • firstly , that SOC and DPA 
cannot be expanded simultaneously and secondly, that sequence of 
expansion should be adopted which maximizes 'induced' decision' 
making. 

If the path to development is followed via excess capacity of SOC, the 
economy will follow the dotted line AA'BB"C. When the economy 
increases SOC from A to A' the induced DPA increaes to 8' until 
balance is restored at B where the whole economy is on a higher level of 
output. The higher gross national product thus achieved induces 
government to increase SOC further to B’; DPA also follows suit to 
point C via C'. 

If the other path to development via shortage of SOC is followed, the 
economy moves along the thick line AB'BC’C. When DPA is increased 
to B\ SOC has to move to A' and then to B. And when DPA is 
increased further toC', balance reuires SOC to increase to C via B". 

It is to be noted that development path via excess SOC capacity is 
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more continuous and smooth than the second path. It is in a way what 
Hirschman calls “self-propelling.” The other path via SOC shortage 
capacity is not so, because if there is a belated adjustment of SOC, as it 
is likely to be due to the absence of political pressures in the beginning, 
the DPA cost of producing a given output rises. According to 
Hirschman,. “Development via SOC shortage is an instance of the 
‘disorderly,’ ‘compulsive’ sequence while via excess SOC capacity is 
essentially permissive.” 

Linkages. Having studied the virtues of specific imbalance, the 
problem is one of finding the kind of imbalance that is likely to be mos't 
effective. Any investment may have both “forward linkage,” and 
“backward linkage” effects. Forward linkage effects encourage invest- 
ment in subsequent stages of production, and backward linkage effects 
in earlier stages of production. Development should aim at discovering 
projects with the largest total linkage. Such projects vary from time to 
time and country to country, and can be found only by empirical studies 
of their input-output tables. Hirschman says. “The industry with the 
highest combined linkage score is iron and steel. Perhaps the under- 
developed countries arc not so foolish and so exclusively prestige- 
motivated in attributing prime importance to this industry.” But he says 
further that "the industrial development clearly cannot be started 
everywhere with an iron and steel industry just because the industry 
maximizes linkage,” the reason being the lack of interdependence and 
linkage in underdeveloped countries. For example, agriculture, includ- 
ing primary production, and mining arc weak in both backward and 
forward linkage effccts. The primary production activities mostly of the 
“enclave” type leading to exports have little development effects on the 
economy in adding either to employment or to gross national product in 
an underdeveloped country. 


Last Industries First. Hirschman, therefore, advocates the setting up 
of "last stage industries first." In making industrial products, a 
developing country' need not undertake all the stages of production 
simultaneously. It can begin with the manufacture of "durable consumer 
goods at the final stages of production. It can import many converting, 
assembling and mixing plants for final touches to almost finished 
products. In this way, the country can turn out finished consumer goods 
that it was previously importing, and then move on to the higher stages 
of production— to intermediate goods and machines through backward 
linkage effects. “Backward linkage effects are important not onlv from 
secondary back to primary production, hut also from tertian- back to 
both secondary and primary production.” Backward linkage effects are 
the combined resu t of several last stage industries in a country. A 
backward linkage effect is produced hv increases in demand. Therefore, 
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when the demand for import-replacing commodities increases, it 
justifies domestic last stage production. In other words, in the making of 
some products, when demand reaches a certain ‘threshold’, it is 
advantageous to manufacture the product at home. So long as the 
threshold is being reached, n pays to import the product. When the 
threshold is reached, Hirschman suggests subsidies or protection to 
import-replacing industries But it is not desirable to give infant- 
industry protection till the industry has been fully established. Hirsch- 
man calls last stage industries as import enclave industries. They are 
different from export enclave industries. The latter produce only for 
exports and are primarily related to staple products and minerals in 
LDCs. According to Hirschman, LDCs do not give due importance to 
the part played by exports in their economic development. They often 
treat exports like a step child. Their exports do not expand and fail to 
produce forward linkage effects within the economy Hirschman. 
therefore, suggests export promotion which is the only practical way of 
achieving industrialisation via import substitution 

Hirschman sums up his "Strategy of Economic Development” in 
these words, "Economic development typically follows a path of uneven 
growth; that balance is restored as a result of pressures, incentives, and 
compulsions, that the efficient path towards economic development is 
apt to be somewhat disorderly and that it will be strewn with bottlenecks 
and shortages of skills, facilities, services, and products, that industrial 
development will proceed largely through backward linkage, i e , will 
work its way from the 'last touches' to intermediate and basic industry. 

A Critical Appraisal 

The doctrine of unbalanced growth, as propounded by Hirschman, is 
a heroic attempt at pointing out the way to accelerated economic 
development for underdeveloped countries. It is realistic and takes into 
account almost all aspects of development planning. The various 
incentives, obstacles and resistances to development are studied in their 
proper perspective The discussion of forward and backward linkage 
effects together with last stage production is highly useful. Hirschman s 
stress on export promotion and import substitution further introduces a 
. touch of realism. He is neither in favour of overall state planning of the 
Russian type nor does he leave everything on to the shoulders of private 
enterprise. Unless the SOC path of economic development is followed 
by the state, it will not encourage private investment in DPA, tor 
private enterprise in an underdeveloped country is unable to create the 
necessary economic surplus .required for development, to carry i 
further and even to sustain losses. He, therefore, appears to be in lav r 
of a mixed economy. 
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Us Limitations . 

The doctrine of unbalanced growth is, however, not free from certain 

limitations. 

1. Inadequate Attention to the Composition, Direction and Timing of 
Unbalanced Growth. Paul Streeten criticising Hirschman’s theory of 
unbalanced growth asks, “The crucial question is not whether to create 
imbalance, but what is the optimum degree of imbalance, where to 
imbalance and how much in order- to accelerate growth; which are the 
‘growing points,’ where should the spearhead be thrust, on which slope 
snowballs grow into avalanches.” He thus points out that inadequate 
attention has been paid to the composition, direction and timing of 
unbalanced growth. 

2. Neglects Resistances. Streeten further points out that “the theory 
concentrates on stimuli to expansion and tends to neglect or minimize 
resistances caused by unbalanced growth.” For instance, Hirschman 
neglects resistances in attitudes created by an imbalance. When 
development is the outcome of deliberate unbalancing the economy, the 
business attitudes change due to shortages and tensions, and there is lot 
of opposition and hostility. Hirschman neglects this type of reaction on 
the part of the existing institutions in underdeveloped countries. 

3. Beyond the Capabilities of Underdeveloped Countries. Hirschman’s 
criticism of Nurkse's doctrine of balanced growth that it “combines a 
defeatist attitude toward the capabilities of underdeveloped economies 
with completely unrealistic expectations about their creative abilities” 
applies equally to his own theory. Investment creates imbalances 
thereby creating pressures and tensions in the growth process which are 
overcome by the inducement mechanism. But pressures and tensions 
arc bound to be serious in underdeveloped countries thereby hampering 
the process of development. 

4. Lack of Basic Facilities. There may be lots of difficulties in 
procuring technical personnel, raw materials, and basic facilities like 
power and transport and even in finding out an adequate domestic or 
foreign market for the products. 

5. Lack of Factor Mobility. Moreover, inducement mechanism is 
practicable where there is internal flexibility of resources. But in 
underdeveloped countries it is difficult, nay impossible, to shift 
resources from one sector to another.- 

6. Emergence of Infiationary Pressures. One of the serious limitations 
of the unbalanced growth doctrine is the development of inflationary 
pressure within the economy. When large doses of investment are being 
injected into the economy at certain strategic points, income will rise 
which may tend to increase the demand for consumer goods relative to 
their supply. Shortages arise due to strains, pressures and tensions. Such 
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a situation leads to inflationary rise in the price level. It becomes 
difficult to control prices in underdeveloped countries, as the govern- 
ments are incapable of wielding monetary and fiscal measures effec- 
tively. 

7. Linkage Effects not Based on Data. Hirschman’s analysis of the 
“linkage effects” suffers from the fact that it is not based on data 
pertaining to an underdeveloped country where social overhead 
facilities are not fully developed for a generation or so. 

8. Too much Emphasis on Investment Decisions. Hirschman’s de- 
velopment strategy is largely related to maximising investment deci- 
sions. No doubt decision making is a crucial factor in economic 
development, yet underdeveloped countries need not only investment 
decisions but also administrative, managerial and policy decisions. Thus 
Htrschman lays too much emphasis on investment decisions as 
compared to other important decisions essential for development. 

Conclusion. Despite these weaknesses the technique of unbalanced 
growth has come to be recognised as a novel technique for the 
development of underdeveloped countries Russia was the first country 
to adopt it and has been successful in accelerating its rate of economic 
growth within a short-period of time. India has also followed suit by 
adopting this technique with the Second Five-Year Plan. Whereas 
Russia could succeed by creating large surpluses in the heavy industries 
sector and by keeping down the consumption levels, in India such an 
extreme policy is impracticable Here investments in heavy industries 
are being kept up at a high level in the five-year plans and at the same 
time every effort is being made to step up production of consumer 
goods. But nothing is done to keep the consumption levels low in order 
to generate large economic surplus. The continuous rise in the price 
level however tends to keep the real consumption standards low Unless 
the government controls the inflationary pressure, planning with 
unbalanced growth will fail to achieve the goal of self-sustaining growth. 

BALANCED VS. UNBALANCED GROWTH 

Having examined critically the doctrines of balanced and unbalanced 
growth, we attempt an overview of these strategies qf economic 
development. 

The case for balanced growth rests on the fact that vicious circles of 
poverty are at work in underdeveloped countries which are responsible 
for the small size of the local market for their goods. The solution lies in 
a balanced pattern of investment in a number of mutually supporting 
different industries so that the size of the market is enlarged. 

’For more detail* refer to the previous chapter. 
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Its critics argue that an underdeveloped country does not possess 
sufficient resources in men, materials and money for simultaneous 
investments in a number of complementary industries. Another serious 
weakness of this doctrine is that it emphasises the complementarity of 
markets for final goods, primarily consumer goods, as an inducement to 
invest and leaves out intermediate goods markets. 

Proponents of unbalanced growth strategy favour investments in 
selected sectors rather than simultaneously in -all sectors of the 
economy. Investments in selected sectors lead to new investment 
opportunities. This is possible by deliberately unbalancing the economy. 
The aim is to keep alive rather than eliminate the disequilibria by 
maintaining tensions, disproportions and disequilibria. 

The strategy of unbalanced growth aims at removing scarcities in 
underdcvelqped countries by induced investment decision-making. 
Critics point out that in such countries decision-making itself is scarce 
along with other resources. Moreover, creating imbalances within the 
economy by making investments in strategic sectors in the face of acute 
shortage of resources leads to inflationary pressures and balance of 
payments difficulties in underdeveloped countries. 

Despite .these differences in approaches, the doctrines of balanced' 
and unbalanced growth have two common problems: one, relating to 
the role of the state, and two, the role of supply limitations and supply 
inelasticities. 

Nurkse believes that balanced growth is relevant primarily to a 
private enterprise system. “It is private investment that is attracted by 
markets and that needs the inducement of growing markets. It is here 
that the element of mutual support is so useful and, for rapid growth, 
indispensable." But critics point out that private enterprise alone is 
incapable of taking investment decisions in underdeveloped countries. 
Therefore, balanced growth presupposes planning. 

On the other hand, in Hirschman’s unbalanced growth strategy, the 
state plays an important role in encouraging SOC investments thereby 
creating disequilibria. If development starts via investment in DP A, 
political pressures force the state to undertake investments in SOC 
Thus unbalanced growth also requires state planning. 

Since both balanced growth and unbalanced growth involve lumpy 
investments in complementary activities, they require state planning. In 
order to get investment decisions implemented and to benefit from 
complementarities, coordination between the private and public sectors 
is essentiat in an underdeveloped country, whether |t adopts the strategy 
of balanced growth or unbalanced growth. 

The other problem concerning the two strategies is the role of supply 
limitations and supply inelasticities. Nurkse’s theory of balanced growth 
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is mainly related to the lack of demand, and neglects the role of supply 
limitations. This is not a correct view because underdeveloped countries 
woefully lack in the supply of capital, skills, economic infrastructure and 
other resources which are inelastic in supply. While the demand for final 
goods can be created by import restrictions and export promotion 
without recourse to the strategy of balanced growth. 

The unbalanced doctrine also neglects the role of supply limitations 
and supply inelasticities Though it emphasises the scarcity of decision* 
making, yet it ignores the scarcity of physical, human and financial 
resources in an underdeveloped country. 

Thus both strategies err in neglecting supply limitations and base their 
arguments on ‘ceilingless economies’ of the developed countries which 
have high elasticity of supply of resources 

This distinction between balanced and unbalanced growth techniques 
leads to certain points of similarities between the two. First, both 
believe in the existence of a private enterprise system based on market 
mechanism under which they operate At the same time, they imply the 
operation of state planning Second, both ignore the role of supply 
limitations and supply inelasticities Last but not the least, both the 
doctrines assume interdependence, but of different degrees. In balanced 
growth the development of one sector is dependent on the development 
of other sectors. On the other hand, under unbalanced growth the 
economy gradually moves on the path of economic development via 
tensions, disproportions and disequihbria, and ultimately reaches 
balanced growth. Thus both the strategies involve interdependence 
among different sectors of the economy, but the interdependence is of 
different degrees 

The controversy between balanced and unbalanced growth has been 
stretched too far and has become almost barren. Keeping in view the 
scarcity of resources in a developing country, the best course is to adopt 
the strategy of unbalanced growth. Under this strategy, SOC should be 
developed first which will encourage subsequent investments in DPA 
when the economy will ultimately move on the path to balanced growth. 
The experience of many developing countries like India reveals that 
unless such SOCs as power, irrigation, manpower, transport, etc. are 
developed first, the development of agriculture, industry and commerce 
is retarded. The rapid development of Russia has of course proceeded in 
this way with growth being communicated from the leading to the 
followers. But developing countries wedded to democracy should try to 
control the twin evils of inflation and adverse balance of payments while 
pursuing this strategy of development. 
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DUALISTIC THEORIES 


SOCIAL DUALISM 

J.H. Boeke , 1 a Dutch economist, has been one of the pioneers who 
de%'eloped a distinctive theory applicable only to underdeveloped 
countries. His theory of “social dualism” is a general theory of 
economic and social development of underdeveloped economies based 
primarily on his studies of the Indonesian economy. 

Meaning. Dr. Boeke maintains that there are three characteristics of a 
society in the economic sense. They are the social spirit, the 
organizational forms and the technique dominating it. Their inter- 
dependence and interrelation are called the social system or social style. 
A society is homogeneous where only one social system prevails. But a 
society may have two or more social systems simultaneously. It is then a 
dual or plural society. Boeke reserves the term “dual society” for 
“societies showing a distinct cleavage of two synchronic and full grown 
social styles which in the normal, historical evolution of homogeneous 
societies are separated from each other by transitional forms, as, for 
instance, pre-capitalism and high capitalism by early capitalism .” 2 Such 
a dual society is characterized by the existence of an advanced imported 
western system and an indigenous precapitalist agricultural system. 

The former is under western influence and supervision, which uses 
advanced techniques and where the average standard of living is high. 
The latter is native with low levels of technique, economic and social 
welfare. Boeke calls it “social dualism" and defines it as “the clashing of 
an imported social system with an indigenous social system of another 
style. Most frequently the imported social system is high capitalism. But 
it may be socialism or communism just as well, or a blending of them .” 3 

Characteristics of Dualistic Society. Boeke gives the economic theory 
of a dualistic society “to describe and to explain the economic 
interactions of two clashing social systems,” which he terms ‘dualistic 

Boeke, Economics and Economic Policy of Dual Societies, 1953- ’Three Forms 
of Disintegration in Dual Societies.* Indonesia. April 1954; and ’Western influence on the 
Grou'h of Eastern Population.' Economics Internationale, Mav 1954. 

: Op . dr., p. 3. 

'Ibid., p. 4. 
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economics’ or ‘eastern economics.’ He bases his theory largely on the 
Indonesian experience. 

There are certain characteristics of the eastern sector of a dualistic 
economy which distinguish it from a western society. The needs of an 
eastern society are limited People are satisfied when their'immediate 
needs are met "When the price of coconut is high the chances are that 
less of the commodities will be offered for sale; when wages are raised 
the manager of the estate risks that less of the work will be done; if three 
acres are enough to supply the needs of the household a cultivator will 
not til! six; when rubber prices fall the owner of a grove may decide to 
tap more intensively, whereas high prices may mean that he leaves a 
larger or smaller portion of tapable trees untapped " 4 This is because 
people are influenced more by social rather than economic needs 
Goods are evaluated according to their prestige value rather than 
value-in-use It is, therefore, not surprising that eastern economies arc 
characterized by backward-sloping supply curves of effort and risk- 
taking. 

Native industry has practically no organization, is without capital, 
technically helpless and ignorant of the market People indulge more in 
speculative activities rather than in regular profit-giving enterprises. 
They do not believe in capital investments attended by risks They lack 
initiative and organizational skill characteristic of the western sector of a 
dual society. They are fatalists and hesitate to use modern technology. 
Labour is "unorganized, passive, silent, casual” and unskilled. People 
are reluctant to leave the village community Migration within the 
country and immigration take place through state intervention Urban 
development takes place at the cost of rural life. Export is the main 
objective of foreign trade in eastern society as distinct from a western 
society where it is the only means which makes imports possible. 

Inapplicability of Western Economic Theory. These distinctive fea- 
tures of an eastern society make western economic theory totally 
inapplicable to underdeveloped economies According to Boekc, 
western economic theory is meant to explain capitalistic society, 
whereas the eastern society is pre-Capttahstic The former is based on 
unlimited wants, a money economy, and different types of cooperative 
organisations. Moreover, it is wrong to apply the marginal productivity 
theory of distribution to explain the allocation of resources or the 
distribution of income in an underdeveloped economy because of the 
immobility of resources in such a society. Boeke, therefore, warns that 
"we shall do well not to try to transplant the tender, delicate hot-house 
plants of western theory to tropical soil, where an early death awaits 

*Ibid . p. 40 
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them .” 5 Thus it is not possible to apply the same policy for the whole 
economy because what is beneficial for one society may be harmful for 
the other. 

Since eastern’ economies are dualistic in character, any effort to 
develop their pre-capitalistic agriculture along western lines will prove 
not only abortive but may also cause retrogression. Change in the 
mental attitudes of farmers is essential for the introduction of modern 
agricultural techniques, otherwise the increase in wealth following them 
will result in the further growth of population. If, however, western 
technology fails the result will be increased indebtedness. Therefore, 
their existing agricultural system should not be disturbed, for it could 
hardly be improved upon. 

In the industrial field, the eastern producer cannot adapt himself to 
his western counterpart “technologically, economically or socially.” If 
the former tries to imitate the latter, he will suffer in doing so. In 
support of his argument, Boeke cites the Indonesian case where the 
adoption of western technology to industrialize the Indonesian economy 
has moved the goal of self-sufficiency farther and ruined its small 
industry. 

Boeke refers to five kinds of unemployment in underdeveloped 
countries: seasonal, casual, unemployment of regular workers, unem- 
ployment of the white collared, and unemployment of Eurasians. He 
believes that “it is not within the power of the government to remove 
them as it would entail a financial burden far beyond the government’s 
means.” 

In underdeveloped countries, limited wants and limited purchasing 
power hamper all economic development. Increase in food supply or 
industrial goods will bring a glut of commodities in the markets with the 
consequent fall in prices and to depression. This 'does not mean that 
Boeke is averse to all industrialization and agricultural improvements. 
Rather, he is in favour of a slow process of industrializaion and 
agricultural development on a small scale, adapted to the dualistic 
structure of eastern society. The urge for development should come 
from the people themselves. New leaders must emerge who should work 
towards the goal of economic development with faith, charity and 
patience.'’ 


A Critical Appraisal 

Boeke s theory of dualistic development has been severely criticised 
by Professor Benjamin Higgins 7 on the following grounds: 

-Ibid., p. 143. 

f Bockc, Western Influence on the Growth of Eastern Population, pp. 366-69. 

B HiRgms The Duahsiic Theory of Underdeveloped Areas," Economic Develop - 
tnent and Cultural Change* January 1956, ^ 
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1. Wants not Limited. Boeke’s contention that people in under- 
developed economies have limited wants or backward-sloping supply 
curves of effort and risk-taking is not bome out by the experience of 
Indonesia itself. Both the marginal propensity to consume and to import 
are high there. People do not have limited needs, rather, there is a great 
demand for both domestic and imported semi-luxuries. To restrict their 
demand the Indonesian Government have to impose import restric- 
tions. This is not peculiar to Indonesia alone'. Even the Indian 
authorities have adopted rigorous import and exchange controls to 
restrict the illegal inflow of semi-luxuries. A good harvest in India 
results in a spate of orders for radios, transistors, bicycles, watches, etc. 

2. Casual Labour not Unorganised. Boeke’s characterization of the 
eastern casual worker as unorganized, passive, and silent is “inconsis- 
tent with the growing strength of organised labour in Indonesia, India 
and elsewhere.” Casual labour may not be fully organised in agriculture 
but in tea, coffee, and rubber plantations the trade union movement is 
the strongest in such economies 

3. Eastern Labour not Immobile. It is not possible to accept Boeke’s 
view that people in eastern economies are reluctant to leave their village 
communities. In fact, city life, with all its attractions like cinemas, 
shops, cafes, and sports events, has always led to migrations from rural 
areas. Congestion, unemployment and inadequate basic amenities 
found in larger towns are in turn the consequence of the latter. Further, 
income incentives also lead to the movement of labour from one 
plantation to the other and even of casual workers from factories to 
rural areas during the harvesting season. Higgins opines that “I see no 
evidence that Oriental labour is ' intrinsically ' more immobile than 
western labour.” 

4. Not Peculiar to Underdeveloped Economies. Boeke ascribes his 
dualistic theory only to eastern economies though he himself admits that 
social dualism also exists in underdeveloped economies of Africa and 
Latin America. But it is not peculiar to underdeveloped areas only. It 
exists in Italy, Canada and even in the United States. Rather every 
economy "can be divided into distinct regions, with different degrees of 
technological advance.” 

5. Applicable to Western Societies. Many of the specific characteris- 
tics of the eastern society descried by Boeke, seem to Higgins to be 
attributable to western societies as well. Whenever chronic inflation 
exists or threatens western economies, people prefer speculative profit 
to long-term investments. “Western economists,” according to^Higgins, 
"have recently developed a whole field of analysis relating to liquidity 
preference’ and ‘safety-preference,’ to take account of the reluctance of 
investors the world over to accept risk or illiquidity, and their strong 
preference for keeping their capital in safe and liquid form.^ 

Further, Boeke’s contention that people in eastern economies buy 



'.02 


The Economics of Development and Planning 


roods for prestige-value attached to them rather than for use value is 
squally true in the case of western economies. Were it not so, the term 
‘conspicuous consumption” would not have been coined by Veblen for 
he American society. 

Even the backward-sloping supply curve of effort is not peculiar to 
;astem economies but \vas experienced by Australia during the 
post-war period and in the United States in the 1950 s. Professor 
Higgins contends that “this backward-sloping supply curve... appears in 
any society which stagnates (or slows down) long enough to weaken the 
“demonstration effect,” provided by people moving from one standard 
of living to another, as a result of their own extra effort, directed 
specifically towards earning additional income.” 

6. Not a Theory but Description. Dr Boeke fails to provide a 
distinctive economic and social theory for underdeveloped economies. 
His dualistic theory is merely a description of eastern society in which he 
tries to demonstrate the peculiar features of an eastern society that must 
not be developed on western lines. Boeke’s contention that western 
economic theory is inapplicable to eastern societies is based on the 
neo-classical theory which has limited applicability even in the western 
world. 

7. Tools of Western Economic Theory Used in Eastern Societies. Some 
of the tools of western economic theory underlying monetary and fiscal 
policies and those aimed at removing balance of payments disequilib- 
rium are applicable to eastern societies with slight variations. Professor 
Higgins believes that the solution to the problem of underdevelopment 
can be found ‘by applying familiar tools of economic and social analysis, 
within a model defined by appropriate institutional assumptions.’ 

8. Does not Provide Solution to the Problem of Unemployment. 
Boeke’s dualism centres more on socio-cultural aspects rather than on 
economic. He regards unemployment of various types as “beyond the 
reach of government help,” and makes no mention of underemploy- 
ment which is a dominant feature of densely populated underdeveloped 
economies. This is a big lacuna in Bocke’s dualistic theory'. 

Conclusion. In fact, the important problem in dualistic economies is 
one of providing adequate employment opportunities to the existing and 
perspective underemployed labour force. This has led to the develop- 
ment of the theory of technological dualism by Higgins which “looks to 
resource endowments and differences in the production functions in the 
two sectors as the basis of a ’technological dualism’ which in turn has 
resulted in an inadequate number of openings for productive employ- 
ment. This is a more realistic dualistic theory than Bocke’s, for it 
analyses the effects of a dualistic society on the pattern of development. 
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TECHNOLOGICAL DUALISM 


As an alternative to Boeke’s social dualism, Professor Higgins 8 has 
developed the theory of technological dualism. Technological dualism 
implies the use of different production functions in the advanced sector 
and the traditional sector of an underdeveloped economy. The existence 
of such dualism has accentuated the problem of structural or technolo- 
gical unemployment in the industrial sector and disguised unemploy- 
ment in the rural sector Higgin’s theory of technological dualism 
incorporates the factor proportions problem 9 as discussed by R.S 
Eckaus and is related to limited productive employment opportunities 
found in the two sectors of an underdeveloped economy because of 
market imperfections, different factor endowments and production 
functions. 

In fact underdeveloped countries are characterized by structural 
disequilibrium at the factor level. “Disequilibrium at the factor level 
may arise either because a single factor receives different returns in 
different uses or because price relationships among factors are out of 
line with factor availabilities ” Such disequilibrium leads to unemploy- 
ment or underemployment in two ways in underdeveloped countries, 
according to Dr Eckaus. One, imperfections in or malfunctioning of the 
price system. Two, limitations in the existing technology or the structure 
of demand leading to surplus labour in densely populated backward 
countries Thus technological unemployment in an underdeveloped 
country may refer to surplus labour arising from malallocation of 
resources, the structure of demand and technological restraints 

Higgins builds his theory around two goods, two factors of production 
and two sectors with their factor endowments and production functions 
Of the two sectors, the industrial sector is engaged in plantations, 
mines, oil fields, refineries, of large scale industry. It is capital-intensive 
and is characterized by fixed technical coefficients In other words, 
there is no technical substitutability of factors which are combined in 
fixed proportions. The rural sector is engaged in producing foodstuffs 
and handicrafts or very small industries It has variable technical 
coefficients of production so that it can produce the same output with a 
wide range of techniques and alternative combinations of labour and 
capital (including improved land). _. 

The production function in the industrial sector is represented in Hg. 
23.1. Units of labour are measured on the horizontal axis, and units of 
capital on the vertical axis. 


*B. Higgins , 'Economic Development, pp 325-33. ■ . »-.<•• 

’R.S Eckaus. “The Factor Proportions Problem in Underdid oped Arc . 


Aggarwal and Singh fed ). op at. 
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goods for prestige-value attached to them rather than for use value is 
equally true in the case of western economies. Were it not so, the term 
“conspicuous consumption” would not have been coined by Veblen for 
the American society. 

- Even the backward-sloping supply curve of effort is not peculiar to 
eastern economies but was experienced by Australia during the 
post-war period and in the United States in the 1950 s. Professor 
Higgins contends that “this backward-sloping supply curve... appears in 
any society which stagnates (or slows down) long enough to weaken the 
“demonstration effect,” provided by people moving from one standard 
of living to another, as a result of their own extra effort, directed 
specifically towards earning additional income.” 

6. Not a Theory but Description. Dr Boeke fails to provide a 
distinctive economic and social theory for underdeveloped economies. 
His dualistic theory is merely a description of eastern society in which he 
tries to demonstrate the peculiar features of an eastern society that must 
not be developed on western lines. Boeke’s contention that western 
economic theory is inapplicable to eastern societies is based on the 
neo-classical theory which has limited applicability even in the western 
world. 

7. Tools of Western Economic Theory Used in Eastern Societies. Some 
of the tools of western economic theory underlying monetary and fiscal 
policies and those aimed at removing balance of payments disequilib- 
rium are applicable to eastern societies with slight variations. Professor 
Higgins believes that the solution to the problem of underdevelopment 
can be found ‘by applying familiar tools of economic and social analysis, 
within a model defined by appropriate institutional assumptions.’ 

8. Does not Provide Solution to the Problem of Unemployment. 
Boeke’s dualism centres more on socio-cultural aspects rather than on 
economic. He regards unemployment of various types as “beyond the 
reach of government help,” and makes no mention of underemploy- 
ment which is a dominant feature of densely populated underdeveloped 
economies. This is a big lacuna in Bocke’s dualistic theory. 

Conclusion. In fact, the important problem in dualistic economies is 
one of providing adequate employment opportunities to the existing and 
perspective underemployed labour force. This has led to the develop- 
ment of the theory of technological dualism by Higgins which “looks to 
resource endowments and differences in the production functions in the 
two sectors as the basis of a ‘technological dualism’ which in turn has 
resulted in an inadequate number of openings for productive employ- 
ment." This is a more realistic dualistic theory than Boeke’s, for it 
anaHscs the effects of a dualistic society on the pattern of development. 
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TECHNOLOGICAL DUALISM 

As an alternative to Boeke’s social dualism. Professor Higgins 8 has 
developed the theory of technological dualism. Technological dualism 
implies the use of different production functions in the advanced sector 
and the traditional sector of an underdeveloped economy. The existence 
of such dualism has accentuated the problem of structural or technolo- 
gical unemployment in the industrial sector and disguised unemploy- 
ment in the rural sector. Higgin’s theory of technological dualism 
incorporates the factor proportions problem 9 as discussed by R.S. 
Eckaus and is related to limited productive employment opportunities 
found in the two sectors of an underdeveloped economy because of 
market imperfections, different factor endowments and production 
functions. 

In fact underdeveloped countries are characterized by structural 
disequilibrium at the factor level “Disequilibrium at the factor level 
. may arise either because a single factor receives different returns in 
different uses or because price relationships among factors are out of 
line with factor availabilities.” Such disequilibrium leads to unemploy- 
ment or underemployment in two ways in underdeveloped countries, 
according to Dr Eckaus. One, imperfections in or malfunctioning of the 
price system Two, limitations in the existing technology or the structure 
of demand leading to surplus labour in densely populated backward 
countries. Thus technological unemployment in an underdeveloped 
country may refer to surplus labour arising from malallocation of 
resources, the structure of demand and technological restraints. 

Higgins builds his theory around two goods, two factors of production 
and two sectors with their factor endowments and production functions 
Of the two sectors, the industrial sector is engaged in plantations, 
mines, oil fields, refineries, of large scale industry It is capital-intensive 
and is characterized by fixed technical coefficients In other words, 
there is no technical substitutability of factors which are combined in 
fixed proportions. The rural sector is engaged in producing foodstuffs 
and handicrafts or very small industries. It has variable technical 
coefficients of production so that it can produce the same output with a 
wide range of techniques and alternative combinations of labour and 
capital (including improved land) 

The production function in the industrial sector is represented in Fig. 
23.1. Units of labour are measured on the horizontal axis, and units of 
capital on the vertical axis. 

*B. Higgins, 'Economic Development, pp 325-33. n . 

R S Eckaus, "The Factor Proportions Problem in Underdes eloped Areas, m 
Aggarwal and Singh (ed ), op cit 
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The curve Oi is an isoquant representing combination of OK of 
capital and OL of labour producing a certain level of output. 

The curves Q z , Qi and CL 
represent higher levels of out- 
put which are only possible by 
increasing the units of capital 
and labour in the same propor- 
tions. Thus points A, B, C and 
D show fixed combinations of 
capital and labour used to pro- 
duce different levels of output 
Qj, Q z , Q $ , and CL. The line 
OE joining these points is the 
expansion path of the industrial 
sector and its slope represents 
FIG. 23. 1 constant proportions of the .two 

factors. The line K ,L, shows 
that the production process is capital-intensive, more capital is required 
to produce a given output relatively to labour. To produce Q, output, 
OK units of capital and OL units of labour are used. If however, the 
actual factor endowment is at S instead of at A. it means that more 
labour units (OL,) are available to produce the same Q, output, the 
units of available capital remaining the same (OK). Since there are fixed 
technical coefficients, the excess labour supply will not affect production 
techniques at all. LL, units of labour will remain unemployed. It is only 
when capita! stock increases to SFthal it is possible to absorb this excess 
labour supply in this sector, otherwise it will have to seek employment 
in the rural sector. 

In reality, however, technical coefficients are not so rigidly fixed. 
Rather, they are somewhat flexible. The dotted curvature of the 
isoquants indicates the possibilities of some flexibility in factor 
proportions. It shows very small changes in factor endownments for 
which entrepreneurs would not like to make drastic changes in 
techniques of production. Thus they would prefer to have fixed technical 
coefficients. 

The production function for the rural sector is shown in Fig. 23.2. The 
isoquant curves Q,. Q,, CL and CL show variable coefficients of 
production. In order to produce more output. moreJabour is employed 
in relation to capital (improved land). Ultimately good land becomes 
scarce and all available land is cultivated by hitrhlv labour-intensive 
techniques at point E where the maximum output level Q n is reached. 

Gisen the different production functions in the two sectors, Profes- 
sor Higgins analyses the process whereby technological dualism has 
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been rapid technological progress in the industrial sector. This has 
tended to increase the number of the disguised unemployed. The 
situation is further aggravated by keeping wage rates artificially high by 
trade union activities or by government policy. For, high industrial wage 
rates relative to productivity provide an incentive to entrepreneurs for 
introducing labour-saving techniques and thereby diminish still further 
the capacity of the industrial sector to absorb surplus labour. According- 
ly, these factors perpetuate the tendency toward technological dualism 
in underdeveloped countries. 11 

A Critical Appraisal 

Professor Higgins tries to present an historical evolution of the 
modem and traditional sectors leading to a steady rise in underemploy- 
ment in the latter sector. Technological dualism appears to be superior 
to Boeke’s social dualism. It is realistic for it takes into account how 
disguised unemployment gradually anses in the rural sector of the 
dualistic societies. 

Its Defects — But the theory is not without limitations. 

1 . Coefficients not Fixed in Industrial Sector. Whereas production has 
taken place with variable technical coefficient in 'the rural sector, it is 
doubtful that production in the industrial sector has been actually 
carried on with fixed coefficients It is improper to assume fixed 
technical coefficients in the industrial sector without any empirical 
verification, 

2. Factor Prices do not Depend upon Factor Endowments. This theory 
indicates why factor endowments and different production functions 
have led to the rise of disguised unemployment in the rural sector. This 
is vitally connected with the pattern of factor pnees But factor prices do 
not solely depend on factor endowments. 

3. Neglects Institutional Factors. Moreover, there are many institu- 
tional and psychological factors that also influence factor proportions 
which have been neglected by Higgins. 

4. Neglects the Use of Labour Absorbing Techniques. Further, 
Higgins’ contention that highly capital-intensive processes are imported 
for use in the industrial sector altogether neglects the use of other 
techniques that are labour absorbing. All imported techniques are not 
labour-saving. For instance, the Japanese agricultural development 
cannot be attributed to the use of capital-intensive techniques Rather, 
it was due to the application of better seeds, improved methods of 
cultivation, increasing use of fertilizers, etc. 

5- Size and Nature of Disguised Unemployment not Clarified. Higgins 


u It»d , p 330 
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does not clarify the nature of disguised unemployment in the rural 
sector and excess labour supply in the industrial sector. Nor does he 
refer to the actual extent of the disguised unemployed resulting from 
technological dualism. 


FINANCIAL DUALISM 

Professor Myint 12 has developed the theory of financial dualism. 
Financial dualism refers to the co-existence of different interest rates 
between the organised and unorganised money markets in the LDCs. 
The rate of interest in the unorganised money market in the traditional 
sector is much higher than the rate in the organised money market in the 
modern sector. 

The unorganised money market consists of the non-mstitutional 
lenders, such as the village money-lenders, landlords, shopkeepers, 
traders or the combination of some of them. They charge very high 
interest rates on loans. The main reason is that there is a real shortage of 
savings in the traditional sector as substantial amount of savings is 
hoarded in gold and jewellery Even though risks and costs of lending 
money to a large number of small borrowers are very high, yet there are 
other contributory factors arising from imperfections in this unorganised 
money market. TTie village shopkeepers, landlords, money-lenders and 
traders occupy strategic positions in the village economy and create 
monopoly powers over the peasants. These arise because of personal 
and informal dealings with borrowers, flexibility in loan transactions, 
and blending of money-lending with other types of activities such as 
selling of goods “The high rates of interest which the peasants have to 
pay are not only formal interest charges but also in considerable part 
concealed charges obtained through manipulating the prices of the 
commodities which the peasants buy or sell Concealed charges may 
take the form of very high prices for goods on credit terms at the local 
shop or the obligation to repay the landlord the loans advanced wath a 
specified amount of the crop at harvest ” 

On the other hand, in the organised money market of the LDCs, the 
interest rates are low and credit facilities are abundant. The organised 
money market consists of the commercial banks and other financial 
institutions which lend short-term credit at low interest rates to the 
modem business sector consisting of the big foreign-owned enterprises 
in the export industries, the government and the larger-scale modem 
manufacturing enterprises. Myint points tow-ard two differences 

U H Myint, Economic Theory and the Underdcwloped Countries, 1971 »nd 77ie 
economics of the Developing Countries , S'e, I9S0 
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tended to increase unemployment and disguised unemployment in the 
dual economies. Of the two sectors, the industrial sector develops and 
expands with the aid of foreign capital. Thus industrialization leads to 
the growth of population much in excess of the rate of capital 
accumulation in the industrial sector. Since this sector uses capital-in- 
tensive techniques and fixed technical coefficients, it is not in a position 
to create employment opportunities at the same rate at which 

population grows. Rather indus- 
trialization may even bring ‘a 
relative decline in the proportion 
of total employment in that sec- 
tor.’ Thus the surplus labour has 
no other alternative except to 
seek employment in the rural 
sector. 

Before the start of the expan- 
sion process, the rural sector has 
neither an abundance nor scarci- 
ty of factors of production. In the 
beginning, it may be possible to 
absorb the additional labour 
force by bringing more land under cultivation. This leads to the optimal 
combinations of labour and capital (improved land) as output increases. 
Eventually, good land becomes scarce. The ratio of labour to capital 
available in that sector rises steadily and since techincal coefficients are 
available, techniques become increasingly variable in this sector. For 
example, in many Asian countries, irrigated rice cultivation has been 
substituted for shifting dry rice cultivation. Ultimately, all available land 
is cultivated by highly labour-intensive techniques and the marginal 
productivity of labour declines to zero or even below zero. Thus with 
continuing growth of population, disguised unemployment begins to 
appear. Under these circumstances, farmers have no incentive either to 
invest more capital or to introduce labour-saving technique. Besides, 
there is no available techniques to increase the output per man, and no 

ZTl f °u - hC Pan ,° f lab ° Ur ,0 ra5sc P roduct ion bv themselves. As a 
ci r! n ? CS Production, man-hour productivity and socio- 
economic welfare remain at a low level in the rural sector 
In the long run, technological progress does not help in removing 
disguised unemployment. Rather, it tends to augment i . Profes or 
H.ggms contends that during the last two centuries little of no 
technological progress has occurred in the rural sector while there has 

’Tt. Higgins. op. cit.. p, 329. 
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modem industrial sector This has reduced the supply of capital to the 
traditional small industries and the agricultural sector which have to get 
it at higher interest rates 

Further, the imposition of controls on foreign exchange and imports 
to correct the adverse balance of payments have benefitted the modem 
industrial sector as against the traditional sector. The modern sector is 
usually allocated the major portion of the available foreign exchange 
and the manufacturing industries are encouraged to adopt highly 
capital-intensive methods of production because the imported capital 
goods are obtained cheaply at the overvalued exchange rates. Thus 
there is a strong incentive to substitute cheaper imported capital goods 
for domestic labour. 

The agricultural and small-scale sectors suffer from the foreign 
exchange and import controls on two counts- first, they get imported 
consumer goods at high prices, and second, they fail to obtain the 
foreign exchange and import permits easily because of red-tapism and 
corruption prevailing in the LDCs 

The traditional sector also suffers because the government expendi- 
ture on public services favours the urban centres as against the rural 
areas. Public services like transport, communications and electric power 
are available more readily and at favourable terms to the modern 
industrial sector than to the traditional sector. 

The' governments in some of the LDCs have tried to improve credit 
facilities in the traditional sector by establishing agricultural banks and. 
cooperative credit societies and by passing usuary laws But these tend 
to take the form of supplying a limited amount of subsidised loans 
through the cooperative societies to some highly favoured ‘model 
villages’. These seemingly impressive ‘show pieces’ however have no 
effect on lowering the high rates of interest which prevail in the rest of 
the traditional sector.” 

All this has to led to the malallocation of resources between the 
modem and the traditional sectors and to the obstruction of the 
development of an integrated domestic capital market in the LDCs. 
With the multiplicity of government controls, the free market for credit 
has developed into the black market. Domestic inflation along with 
oveivalucd exchange rates have led to the speculative flights of capita! 
abroad. In countries which have tried to stop this, the capital funds have 
been channelised into the purchase of gold, jewellery, real estate and 
into speculative activities. This is because of the cheap money policy 
which offers low interest rates to the holders of funds for investment 
purposes. This stands in the way of the growth of an effective capital 
market. - 

Government controls over the scarce supply of capital have also 
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between the old financial dualism which existed in the open economy oi 
the colonial period and the new financial dualism which now exists in 
the closed economy of the LDCs following domestic industrialisation 
policies.. First, under the colonial system, the currency system was 
automatic and ensured free convertibility at fixed exchange rates. 
Consequently, there was no shortage of foreign exchange and no 
balance of payments problem. But the present LDCs are faced with 
chronic domestic inflation and balance of payments difficulties. As a 
result, small business units such as peasants, small traders, handicraft 
producers, etc. in the traditional sector have to face not only high 
interest rates but also inaccessibility to foreign exchange and imports. 
Second, under the colonial system, the organised money market of the 
LDCs consisted of the branches of western commercial banks which 
were linked with the international financial market. The modern sector 
in the colonial system consisting of the mines, plantations and foreign 
trading enterprises could borrow at low interest rates both from the 
commercial banks and from the world capital markets. But the present 
LDCs have attained monetary independence with the establishment of 
their own central banks. They have introduced foreign exchange 
controls and have restricted profit remittances and transfer of funds by 
foreign commercial banks. As a result, the organised money market of 
the LDCs has been separated from the world capital market. Coupled 
with this, they have been following cheap money policy. This has led to 
the paradoxical situation in which the central banks in the capital-scarce 
LDCs arc maintaining low interest rates than those prevailing in the 
capital-rich developed countries thereby overvaluing their exchange 
rates. They fear that devaluation will lead to repeated devaluation of 
their currencies and to inflationary pressures. 

Further, the LDCs are faced with inflationary pressures, declining 
foreign exchange reserves and balance of payments pressures. Thus 
there is a chronic excess demand for foreign exchange at the overvalued 
exchange rates. To overcome this, they have concentrated on foreign 
exchange and import control and on monetary and fiscal measures and 
direct controls. 


This had led to the aggravation of the economic dualism between the 
traditional sector and the modern industrial sector. These fiscal and 
monetary policies have tended to favour the modern industrial sector as 
against the traditional sector. The cheap money policy by maintaining 
an artificially low interest rates has made credit available to large 
industrial concerns at favourable terms. The low interest rates have 
discouraged the flow of capital funds from abroad and savings from 

", Ith ! n 1 t . hc ^ ountr >'- b ut have created an excess demand for loans. Thus 
the bulk of domestic savines at Imv . - - - 
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modem industrial sector. This has reduced the supply of capita! to the 
traditional small industries and the agricultural sector which have to get 
it at higher interest rates 

Further, the imposition of controls on foreign exchange and imports 
to correct the adverse balance of payments have benefrtted the modern 
industrial sector as against the traditional sector. The modem sector is 
usually allocated the major portion of the available foreign exchange 
and the manufacturing industries are encouraged to adopt highly 
capital-intensive methods of production because the imported capital 
goods are obtained cheaply at the overvalued exchange rates Thus 
there is a strong incentive to substitute cheaper imported capital goods 
for domestic labour. 


The agricultural and small-scale sectors suffer from the foreign 
exchange and import controls on two counts: first, they get imported 
consumer goods at high prices, and second, they fail to obtain the 
foreign exchange and import permits easily because of red-tapism and 
corruption prevailing in the LDCs. 

The traditional sector also suffers because the government expendi- 
ture on public services favours the urban centres as against the rural 
areas. Public services like transport, communications and electric power 
are available more readily and at favourable terms to the modem 
industrial sector than to the traditional sector. 


The' governments in some of the LDCs have tried to improve credit 
facilities in the traditional sector by establishing agricultural banks and- 
cooperative credit societies and by passing usuary law-s But these tend 
to take the form of supplying a limited amount of subsidised loans 
through the cooperative societies to some highly favoured model 
villages’. These seemingly impressive ‘show pieces' however have no 
effect on lowering the high rates of interest which prevail in the rest of 
the traditional sector ” . , . 

All this has to led to the malallocation of resources between the 
modem and the traditional sectors and to the obstruction of the 
development of an migrated domestic capital matketm the 

With the multiplicity of government controls, the free rn r 
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retarded the growth of financial intermediaries in the LDCs. These 
controls favour the large manufacturing units and banks. And they 
discriminate against th‘e small borrowers and the money-lenders who 
provide credit to the small borrowers. The government believes that 
capital funds invested only in durable capital goods and modern 
machinery are productive, while those invested in financing agriculture 
and trading activities are unproductive. > 

According to Myint, the efforts made to control the activities of the 
money-lenders and to provide cheap and easy credit in the traditional 
sector through commercial banks and cooperative credit societies have 
failed due to (a) the high overhead costs and salaries of the officials of 
the commercial banks in rural areas; (b) the red-tapism in dealing with 
small borrowers according to the rigid rules of credit worthiness; (c) the 
lack of coordination between the head office and branches; and (d) the 
supply of limited amounts of subsidised loans through cooperative credit 
societies to some favoured parts of the rural sector. 

Further, credit discrimination against trading activities also stands in 
the way of the development of an integrated capital market in the 
LDCs. Due to the non-availability of sufficient capital funds and high 
costs of holding stocks, the traders have to hold a much lower level of 
stocks of commodities and circulating capital. As a result, the wholesale 
and retail prices arc widened. 

Professor Myint suggests two types of policies to reduce financial 
dualism in the LDCs. First, such countries should raise the official 
interest rates in their organised credit markets high enough to reflect 
their existing shortage of capital funds. This would encourage the 
growth of an integrated domestic capital market which can effectively 
attract savings from within the country and from abroad. It would also 
help to equate the available supply of savings to the demand for loans 
including the demand for funds by the money-lenders to be re-lent to 
the unorganised credit market. Second, to create a more integrated 
domestic capital market, free access on equal terms to capital funds 
should be provided both to tiic modern and traditional sectors. This 
would also reduce the malallocation of resources between the two 
sectors. The interest rates in the traditional sector should be reduced by 
providing unlimited access to credit funds on equal terms both to the 
cooperatives and thfc money-lenders so that they can compete to lower 
the interest rates for the small borrowers. 




Chapter 24 * 

MYRDAL’S THEORY OF CIRCULAR CAUSATION 


INTRODUCTION 

Professor Gunnar Myrda) maintains that economic development results 
in a circular causation process whereby the rich arc awarded more 
favours and the efforts to those who lag behind are thwarted The 
backwash effects predominate and the spread effects arc dampened 
This tends cumulatively to accentuate international inequalities and also 
leads to regtonal inequalities within the underdeveloped countries. 

In underdeveloped countries a circular and cumulative process, also 
known as the ‘vicious circle of poverty,’ operates downwards and being 
unregulated causes increasing inequalities Myrdal believes that ‘our 
inherited theoretical approach’ is inadequate to solve the problem of 
economic inequalities. "The theory of international trade and, indeed, 
economic theory generally were never worked out to serve the purpose 
of explaining the reality of economic underdevelopment and 
development.’’ 1 The reason is that the traditional economic theory is 
based on the unrealistic assumption of stable equilibrium Professor 
Myrdal believes that it is wrong to apply the notion of stable equilibrium 
for constructing a theory to explain the changes in a social system If, 
however, we persist in applying the stable equilibrium analysis, then "a 
change will regularly call forth a reaction in the system in the form of 
changes which on the whole go in the opposite direction to the first 
change.’’ 2 "The idea I want to expound in this book,” writes Myrdal, "is 
that, on the contrary, in the normal case there is no such tendency 
towards automatic self-stabilisation in the social system. The system is 
not by itself moving towards any sort of balance between forces, but is 
constantly on the move away from such a situation. In the normal case a 
change does not calf forth countervailing changes but, instead, 
supporting changes, which move the system in the same direction as the 
first change but much further. Because of such circular causation a 
social process tends to become cumulative and often to gather speed at 
an accelerating rate.” 5 

*0. Myrdal. economic Theory and Vnderde*v)oped Region*. 19S7 

3 1 bid , p 13 
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Another unrealistic assumption which is closely related to the stable 
equilibrium approach is the economic factors. The classical economic 
theory had its principal shortcoming in disregarding the non-economic 
factors which “are among the main vehicles for the circular causation in 
the cumulative processes of economic change.” It was due to these two 
unrealistic assumptions that the traditional theory failed to state the 
dynamic problems of economic underdevelopment and development. 

THE MY RDM, THESIS 

Professor Myrdal builds his theory of economic underdevelopment and 
development around the idea of regional inequalities on the national 
and international planes. To explain it, he uses the notions of 
“backwash” and “spread” effects. He defines backwash effects as “all 
relevant adverse changes ... of economic expansion in a locality . . . 
caused outside that locality. I include under this label the effects via 
migration, capital movements and trade as well as the total cumulated 
effects resulting from the process of circular causation between all the 
factors, “non-economic” as well as “economic.” The spread effects 
refer to certain centrifugal “spread effects” of expansionary momentum 
from the centres of economic expansion to other regions.” The main 
cause of regional inequalities, according to Myrdal, has been the strong 
backwash effects and the weak spread effects in underdeveloped 
countries. We first analyse below the principal forces responsible for 
this phenomenon at the national level and then at the international 
level. 

(a) Regional Inequalities 

The genesis of regional inequalities within a country has a non- 
economic basis. It is associated with the capitalist system which is guided 
by the profit motive. The profit motive results in the development of 
those regions where the expectations of profits are high while other 
regions remain underdeveloped. Professor Myrdal attributes this 
phenomenon to the free play of market forces which tends to increase 
rather than decrease regional inequalities. He says, “If things were left 
to market forces unhampered by any policy interferences, industrial 
production, commerce, banking, insurance, shipping, and indeed, 
almost all those economic activities which in a developing economy tend 
to give a bigger than average return— and, in addition, science, art, 
literature, education and high culture generally — would cluster in 
certain localities and regions, leaving the rest of the country more or less 
in a backwater. In this way, regional inequalities are accentuated 

"Ibid. , p. 26 . 
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when some localities grow at the expense of other regions, which 
stagnate. * 

The Backwash Effects of Migration, Capital Movement and Trade. 
Next, Myrdal analyses the backwash effects of migration, capital 
movements and trade on the backward regions. 

The localities and regions where economic activity is expanding will 
attract young and active people from the other parts of the country. This 
will tend to favour the developing region and depress economic activity 
in the backward region, wherefrom such labour migrates 

Capital movements also tend to increase regional inequalities. In 
regions u’hich 3re developed, increased demand will stimulate invest- 
ment which, in turn, will increase incomes and demand, and lead to a 
second round of investment, and so on. The scope for better investment 
in the centres of expansion may create capital shortage in the backward 
regions “Studies in many countries,'* writes Myrdal, “have shown how 
the banking system, if not regulated to act differently, tends to become 
an instrument for siphoning off the savings from the poorer regions to 
the richer and more progressive ones where returns on capital are high 
and secure " s 

Similarly, trade operates with a fundamental bias in favour of the 
developed regions and m disfavour of the less developed regions The 
development of industries in former regions may rum the existing 
industries of the backward regions and the poorer regions remain 
mainly agricultural According to Myrdal. “The freeing and widening of 
the markets will often confer such competitive advantages on the 
industries in established centres of expansion, which usually work under 
conditions of increasing returns, that even the handicrafts and industries 
existing earlier in the other regions are thwarted . . As industrialisa- 
tion is the dynamic force in this development, it is almost tautological to 
state that the poorer regions remain mainly agricultural . . In these 
regions also, not only manufacturing industry and other non-agriculture 
pursuits but agricultural itself show a much lower level of productivity 
than in the richer regions.” 6 

The Spread Effects. About the spread effects, Myrdal writes. 
“Against the backwash effects, there are, however, also certain 
centrifugal “spread effects” of expansionary momentum from the 
centres of economic expansion to other regions. It is natural that the 
whole region around a nodal centre of expansion should gam from the 
increasing outlets of agricultural products and be stimulated to technical 


s !bid , p 28 
t lbid . pp 28-29 
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advance all along the line. 1-7 There will also be spread effects to 
localities producing raw materials for the growing industries in the 
centres and those having consumer goods industries will be stimulated. 
These will overcome the backwash effects from the older centres and 
encourage self-expansion of new centres. Similarly, the spread effects 
flowing from a centre of industrial expansion to other localities and 
regions, operating through increased demands for their products and in 
many other ways, weave themselves into the cumulating social process 
by circular causation.* 

Backwash vs. Spread Effects. It is, however, not possible that the 
backwash effects and spread effects should be in equilibrium. In support 
of this. Professor Myrdal quotes two broad correlations from the studies 
of the United Nations Economic Commission for Europe: first, regional 
inequalities are much wider in the poorer than in the richer countries; 
and second, the regional inequalities are increasing in the poorer 
countries and diminishing in the richer countries. “A large part of the 
explanation for these two broad correlations may be found in the 
important fact that the higher the level of economic development that a 
country has already attained, the stronger the spread effects will usually 
be.” Because the “development is accompanied by improved trans- 
portation and communications, higher levels of education and a more 
dynamic communion of ideas and values — all of which tend to 
strengthen the forces for the centrifugal spread of economic expansion 
or to remove the obstacles for its operation.” As such economic 
development becomes an automatic process once a country has reached 
a high level of development. In contrast, the major cause of the 
backwardness of underdeveloped countries has been the weaker spread 
effects and stronger backwash effects whereby in the cumulative process 
“poverty becomes its own cause.” 

The Role of the State. National policies have tended to accentuate 
regional inequalities in poorer countries. The free play of market forces 
and the laissez-faire policy have been the two potent forces in creatine 
regional inequalities in the presence of weaker spread effects. Other 
factors responsible for regional disparities in the poorer countries have 
been 'built-in feudal and other inegalitarian institutions and power 
structures which aid the rich in exploiting the poor/ The governments of 
underdeveloped countries should, therefore, adopt egalitarian policies 
to weaken the backwash effects and strengthen the “spread effects in 
order to bridge regional inequalities and to strengthen the foundations 
for continuous economic progress. In the words of Myrdal, “A higher 
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level of development will strengthen the spread effects and tend to 
hamper the drift towards regional inequalities; this will sustain 
economic development, and at the same time, create more favourable 
conditions for* policies directed at decreasing regional inequalities still 
further. The more effectively a national state becomes a welfare state. . . 
the stronger will be both the urge and the capacity to counteract the 
blind market forces which tend to result in regional inequalities; and 
this, again will spur economic development in the country, and so on 
and so on, in circular causation/' 

(b) International Inequalities 

International trade may have strong backwash effects on the 
underdeveloped countries, according to Myrdal At another place he 
writes, “Trade operates (as a rule) with a fundamental bias in favour of 
the richer and progressive regions (and continues) and in disfavour of 
the less developed countries. Unhampered trade between two 
countries of which one is industrial and the other underdeveloped, 
strengthens the former and impoverishes the latter The rich countries 
have a large base of manufacturing industries with strong spread effects. 
By exporting their industrial products at cheap rates to underdeveloped 
countries, they have priced out the small-scale industry and handicrafts 
of the latter. This has tended to convert the backward countries into the 
producers of primary products for exports The demand foT primary 
products being inelastic in the export market, they suffer from excessive 
price fluctuations. As a result, they are unable to lake advantage of 
either a fall or a rise in the world prices of their exports The importing 
countries take advantage of the cheapening of their products because of 
the inelastic market for their exports. Similar advantages follow when 
there is any technological improvement in their export production. 
When the world prices of their products rise, they are again unable to 
benefit from it. Increased export earnings lead to inflationary pressures, 
malallocation of investment expenditure and balance of payments 
difficulties when they are wasted in speculation, conspicuous consump- 
tion, real estate, foreign exchange holdings, etc. 

Capita/ movements have also failed to counteract international 
inequalities Since advanced countries themselves offer to investors 
both goods, profits and security, capital will shun underdeveloped 
countries. Capital which flowed to underdeveloped countnes under the 
colonial sjstem was mainly directed towards primary production for 
exports. But it tended to affect their economies adversely through 
strong backwash effects. Whatever little was invested by the foreigners 

*G Myrdal, Oi3Ucnge to Affluence, 1%3. 
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in the form of roads, ports, railways, etc. was for political stability and 
economic profitability of the colonial government. International, migra- 
tion between underdeveloped and developed countries is no longer 
possible as a solution to the problem of international ‘inequalities. 

Thus unhampered trade and capital movements which have led to 
economic progress in advanced countries have produced strong back- 
wash effects in the underdeveloped countries of the world. “Differences 
in legislation, administration and more generally, in language, in basic 
values and beliefs, in levels of living, production capacities, and 
facilities, make national boundaries much more effective barriers to the 
spread of expansionary momentum than any demarcation lines within 
one country can be . . .. Even more important as impediments to the 
spread effects of expansionary’ momentum from abroad than the 
boundaries and everything they stand for are the very facts of great 
poverty and weak spread effects within the underdeveloped countries 
themselves .... Basically, the weak spread effects as between countries 
are thus for the larger part only a reflection of the weak spread effects 
within the underdeveloped countries themselves caused by the low level 
of their development attained. In these circumstances market forces will 
tend cumulatively to accentuate international inequalities ." 10 

A Critical Appraisal 

The Myrdal thesis marks an important departure from the other 
theories of underdevelopment. He beautifully combines national and 
international forces which have tended^ to keep the underdeveloped 
countries of the world in the cumulative process where ‘poverty 
becomes its own cause.’ There is no denying the fact that in 
underdeveloped countries the spread effects arc dampened by the 
strong backwash effects. National and international forces tend to 
perpetuate them and thus accentuate regional and world inequalities. 
Moreover, the free play of market forces and unhampered trade have 
tended to cramp the export potential of such countries. As a result, a 
Great Gap has developed between imports and exports of underde- 
veloped countries which has made their economic development a costly 
and lengthy affair. Even empirical evidence indicates that the Myrdal 
thesis has been vindicated. 



PART THREE 


SOME GROWTH MODELS 


Chapter 25 

THE HARROD-DOMAR MODELS 


The Harrod-Domar 1 models of economic growth are based on the 
experiences of advanced economies They arc primarily addressed to an 
advanced capitalist economy and attempt to anatyse the requirements of 
steady growth in such economy. 


Requirements of Steady Growth 

Both Harrod and Domar are interested in discovering the rate of 
income growth necessary for a smooth and uninterrupted working of the 
economy. Though their models differ in details, yet they arrive at 
similar conclusions 

Harrod and Domar assign a key role to investment in the process of 
economic growth But they lay emphasis on the dual character of 
investment. Firstly, it creates income, and secondly, it augments the 
productive capacity of the economy by increasing its capital stock. The 
former may be regarded as the ‘demand effect' and the latter the ' supply 
effect' of investment. Hence so long as net investment is taking place, 
real income and output will continue to expand. However, for 
maintaining a full employment equilibrium level of income from year to 
year, it is necessary that both real income and output should expand at 
the same rate at which the productive capacity of the capital stock is 
expanding. Otherwise, any divergence between the two will lead to 
excess or idle capacity, thus forcing entrepreneurs to curtail their 
investment expenditures. Ultimately, it will adversely affect the 
economy by lowering incomes and employment in the subsequent 
periods and moving the economy off the equilibrium path of steady 
growth Thus, if full employment is to be maintained in the long run, net 
investment should expand continuously. This further requires con- 
tinuous growth in real income at a rate sufficient enough to ensure full 


Theory of Economic Growth, Oxford University Preu. 1937, *ee Chapter* 111 *nd IV, 
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capacity use of a growing stock of capital. This required rate of income 
growth may be called the warranted rate of growth or “the full capacity 
growth rate.” 

Assumptions 

The models constructed by Harrod and Domar are based on the 
following assumptions. 

(1) There is an initial full employment equilibrium level of income. 

(2) There is the absence of government interference. 

(3) These models operate in a closed economy which has no foreign 
trade. 

(4) There are no lags in adjustments between investment and creation 
of productive capacity. 

(5) The average propensity to save is equal to the marginal propensity 
to save. 

(6) The marginal propensity to save remains constant. 

(7) The capital coefficient, i.e., the ratio of capital stock to income is 
assumed to be fixed. 

(8) There is no depreciation of capital goods which are assumed to 
possess infinite life. 

(9) Saving and investment relate to the income of the same year. 

(10) The general price level is constant, i.e., the money income and 
the real income arc the same. 

(11) There arc no changes in interest rates. 

(12) There is a fixed proportion of capital and labour in the 
productive process. 

(13) Fixed and circulating capitals arc lumped together under capital. 

Lastly , there is only one type of product. 

All these assumptions arc not necessary for the final solution of the 
problem; nevertheless they serve the purpose of simplifying the 
analysis. 


THE DOMAR MODEL 

Domar builds his model around the following question; since invest - 
meni generates income on the one hand and increases productive 
capacity on the other, at what rate investment should increase in order 
to make the increase in income equal to the increase in productive 
capacity, so that full employment is maintained? 

He answers this question by forging a link between aceregate supply 
and aggregate demand through investment. 

increase in Productive Capacity. Domar explains the supply side like 
tins. Let the annual rate of investment be 7, and the annual productive 
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capacity per dollar of newly created capital be equal on the average to s 
(which represents the ratio of increase in real income or output to an 
increase in capital or is the reciprocal of the accelerator or the marginal 
capital-output ratio). Thus the productive capacity of / dollar invested 
will be I.s dollars per year. 

But some new investment will be at the expense of the old. It will, 
therefore, compete with the latter for labour markets and other factors 
of production As a result, the output of old plants will be curtailed and 
the increase tn the annual output (productive capacity) of the economy 
will be somewhat less than I.s. This can be indicated as la, where <7 
(sigma) represents the net potential social average productivity of 
investment (— A V//). Accordingly Jo- is less than I s. la \s the total net 
potential increase in output of the economy and is known as the sigma 
effect. In Domar's words this “is the increase in output which the 
economy can produce," it is the “supply side of our system." 

Required Increase in Aggregate Demand. The demand side is 
explained by the Keynesian multiplier Let the annual increase in 
income be denoted by A Y and the increase in investment by A/ and the 
propensity to save by a (alpha) (=A S/AY) Then the increase in 
income will be equal to the multiplier (1/a) times* the increase in 
investment. 

AV=A/— 

a 

Equilibrium. To maintain full employment equilibrium level of 
income, aggregate demand should be equal to aggregate supply. Thus 
we arrive *at the fundamental equation of the model. 


A /— =fo 
a 

Solving this equation by dividing both sides by J and multiplying by * we 
gel: 

A / 

T =au 


This equation shows that to maintain full employment the growth rate 
of net autonomous investment (A//7) must be equal to *<r (the MPS 
times the productivity of capital) This is the rate at which investment 
must grow to assure the use of potential capacity in order to maintain a 
steady growth rate of the economy at full employment. 

Domar gives a numerical example to explain his point: Let cr=25 per 
cent per year, a=12 per cent and V— 150 billion dollars per year. If full 


‘Since o is marginal propensity lo save, t/a is the same as l/(t-MPC) 

“K v.< multiply both sides by l /a. then — =fa *hicb is also equal to AV 
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employment is to be maintained, an amount equal to 150x12/100=18 
billion dollars should be invested. This will raise productive capacity by 
the amount invested tr times, i.e., by 150x12/100x25/100=4.5 billion 
dollars, and the national income will have to rise by the same amount. 
But the relative rise in income will equal the absolute increase divided 
by the income itself, i.e., 


150x 
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100 


25 


100 12 


150 


x- 


25 


TOO 100 


-=acr=3 per cent 


Thus in order to maintain full employment, income must grow at a 
rate of 3 per cent per annum. This is the equilibrium rate of growth. Any 
divergence from this ‘golden path’ will lead to cyclical fluctuations. 
When AM is greater than acr, the economy would experience boom 
and when A I/I is less than ao, it would suffer from depression. 

The Harrod Model 

Professor R.F. Harrod tries to show in his model how steady (i.e., 
equilibrium) growth may occur in the economy. Once the steady growth 
rate is interrupted and the economy falls into disequilibrium, cumulative 
forces tend to perpetuate this divergence thereby leading to either 
secular deflation or secular inflation. 

The Harrod Model is based upon three distinct rates of growth. 
Firstly, there is the actual growth rate represented by G which is 
determined by the saving ratio and the capital-output ratio. It shows 
short-run cyclical variations in the rate of growth. Secondly, there is the 
warranted growth rate represented by Gw which is the full capacity 
growth rate of income of an economy. Lastly, there is the natural 
growth rate represented by Gn which is regarded as ‘the welfare 
optimum’ by Harrod.* It may also be called the potential or the full 
employment rate of growth. 


The Actual Growth Rate. In the Harrodian model the first fun- 
damental equation is: 


where G is the rate of growth of output in a given period of time and can 
be expressed as A Y/Y; C is the net addition to capita! and is defined as 
the ratio of investment to the increase in income, i.e., 7/A V and sis the 

average propensity to save, /.e.. S/K Substituting these ratios in the 
above equation we get: 

-R.F. Harrod. Second Essay in Dynamic Economics. Economic Journal. June 1960. 
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AT, 

Y ' 


I S 
AY " Y 


or 


]_ 

Y 


I=S 


The equation is simply a re-statement of the truism that expost 
(actual, realized) savings equal expost investment. 

The above relationship is disclosed by the behaviour of income. 
Whereas S depends on Y, I depends on the increment in income (A V), 
the latter is nothing but the acceleration principle 
The Warranted Rate of Growth. The warranted rate of growth is, 
according to Harrod, the rate “3t which producers will be content with 
what they are doing." It is the “entrepreneurial equilibrium: it is the line 
of advance which, if achieved, will satisfy profit takers that they have 
done the right thing." Thus this growth rate is primarily related to the 
behaviour of businessmen. At the warranted rate of growth, demand is 
high enough for businessmen lo sell what they have produced and they 
will continue to produce at the same percentage rate of growth Thus, if 
is the path on which the supply and demand for goods and services will 
remain in equilibrium, given the propensity to save. The equation for 
the warranted rate is 


GwCr=s ...(2) 

where Gw is the “warranted rate of growth" or the full capacity rate of 
growth of income which will fully utilize a growing stock of capital that 
will satisfy the entrepreneurs with the amount of investment actually 
made. It is the value of A Y/Y. Cr , the ‘capital requirements’, denotes 
the amount of capital needed to maintain the warranted rate of growth. 
i c., required capital-output ratio. 3 It is the value of //A Y, or C s is the 
same as in the first equation, i.e., S/Y. 

The equation, therefore, states that if the economy is to advance at 
the steady rate of Gw that will fully utilize its capacity, income must 
grow at the rate of s/Cr per year, i.e., Gu—s/Cr 

If income ^rows at the warranted rate, the capital stock of the 
economy will be fully utilised and entrepreneurs will be willing to 
continue to invest the amount of saving generated at full potential 
income. Gw is therefore a self-sustaining rate of growth and if the 
economy continues to grow at this rate it will follow the equilibrium 
path. 

Genesis of Long-run Dlsequilibria. Full full employment growth, the 
actual growth rate of G must equal Gw, the warranted rate of growd: 

*Cr « defined by 1 farrod as "the \ aluc of capital required to produce a unit “ 

output.” Toward* * Dynamic Economics, p 81 ^ ] 
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that would give steady advance to the economy and C (the actual capital 
goods) must equal Cr (the required capital goods for steady growth). 

[f G and Gw are not equal, the economy will be in disequilibrium. For 
instance, if G exceeds Gw. then Cwill be less than Cr. When G>Gw, 
shortages result- “There will be insufficient goods in the pipeline and/or 
insufficient equipment.” Such a situation leads to secular inflation 
because actual income grows at a faster rate than that allowed by the 
growth in the productive capacity of the economy. It will further lead to 
a deficiency of capital goods, the actual amount of capital goods being 
less than the required capital gods (C<Cr). Under the circumstances, 
desired ( ex-ante ) investment would be greater than saving and 
aggregate production would fall short of aggregate demand. There 
would thus be chronic inflation. 4 This is illustrated in Fig. 25.1 (A) 
•where the growth rates of income are taken on the vertical axis and time 
on the horizontal axis. Starting from the initial full employment level of 
income Y 0 , the actual growth rate G follows the warranted growth path 



TIME 
FIG. 25.1 

Gw upto point E through period t 2 . But from t 2 onwards, G deviates 
from Gw and is higher than the latter. In subsequent periods, the 
deviation between the two becomes larger and lareer. 

If, on the other hand, G is less than Gw, then C is greater than Cr. 
Such a situation leads to secular depression because actual income 
grows more slowly than what is required by the productive capacity of 
the economy leading to an excees of capital goods f O Cr). This means 
that destred investment is less than saving and that the ageregatc 
demand falls short of aggregate supply. The result is fall in output, 
employment and income. There would thus be chronic depression. 5 


'Dornar Mn> sodden this fwiMuy, *hrn / gross at a faster 
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This is illustrated in Fig. 25.1 (B) when from period t 2 onwards G falls 
below Gw and the two continue to deviate further away. 

Hanod states that once G departs from Gw, it will depart further and 
further away from equilibrium. He writes: “Around that line of advance 
which if adhered to would alone give satisfaction, centrifugal forces are 
at work, causing the system to depart further and further from the 
required line of advance.” 6 Thus the equilibrium between Gand Gwis a 
knife-edge equilibrium. For once it is disturbed, it is not self-correcting 
It follows that one of the major tasks of public policy is to bring G and 
Gw together in order to maintain long-run stability For this purpose, 
Harrod introduces his third concept of the natural rate of growth 

The Natural Rate of Growth. It “is the rate of advance which the 
increase of population and technological improvements allow." The 
natural rate of growth depends on the macro variables like population, 
technology, natural resources and capital equipment. In other words, it 
is the rate of increase in output at full employment as determined by a 
growing population and the rate of technological progress The equation 
for the natural rate of growth is 

Grt. Cn=or#s 

Here Gn is the natural or full employment rate of growth 

Divergence of G, Gw and Gn. Now for full employment equilibrium 
growth Gn=Gn~G. But this is a knife-edge balance. For once there is 
any divergence between natural, warranted and actual rates of growth 
conditions of secular stagnation or inflation would be generated in (he 
economy. If G>Gw, investment increases faster than saving 7 and 
income rises faster than Gw. If G<Gw, saving increases faster than 
investment and rise of income is less than Gw. Thus Harrod points out 
that if Gw> Gn secular stagnation will develop. In such a situation Gw is 
also greater than G because the upper limit to the actual rate is set by 
the natural rate as shown in Fig. 25.2(A). When Gw exceeds Gn, OCr 
and there is an excess of capital goods due to a shortage of labour. The 
shortage of labour keeps the rate of increase in output to a level less 
than Gw. Machines become idle and there is excess capacity. This 
further dampens investment, output, employment and income. Thus the 
economy will be in the grip of chronic depression Under such 
conditions saving is a vice. 

If Gw<Gn, Gw is also less than G as shown in Fig. 25.2(B). The 
tendency is for secular inflation to develop in the economy. When Gw is 
less than Gn, C< Cr. There is a shortage of capital goods and labour is 

*lbid., p. 86. 

’in Use mrrodun sense, expost inv est m en t (Q is identical »uh sawn * ** 1 
tSflcrtuce between C and O is a difference between using and in»ei' t _ 
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Harrod does not make such assumptions. In Harrod’s equilibrium 
equation Gw, there is neither any explicit or implicit reference to LI ox 
j, it is, however, in his basic equation G=s/C that there is an implicit 
reference to I, since C is defined as I/LY, But there is no explicit or 
implicit reference to LI. 

(6) For Harrod the business cycle is an integral part of the path of 
growth and for Domar it is not so, but is accommodated in his model by 
allowing cr (average productivity of investment) to fluctuate. 

(7) While Domar demonstrates the technological relationship bet- 
ween capital accumulation and subsequent full capacity growth in 
output, Harrod shows in addition a behavioural relationship between 
rise in demand and hence in current output on the one hand, and capital 
accumulation on the other. In other words, the former does not suggest 
any behaviour pattern for entrepreneurs and the proper change in 
investment comes exogenously, whereas the latter assumes a behaviour 
pattern for entreperencurs that induces the proper change in invest- 
ment. 

Limitations of these Models 

Some of the conclusions depend on the crucial assumptions made by 
Harrod and Domar which make these models unrealistic: 

(1) The propensity to save (« or s) and the capital-output ratio (cr) 
are assumed to be constant. In actuality, they are likely to change in the 
long run and thus modify the requirements for steady growth. A steady 
rate of growth can, however, be maintained without this assumption. As 
Domar himself writes, “This assumption is not necessary for the 
ngrument and that the whole problem can be easily reworked with 
variable * and cr." 

(2) The assumption that labour and capital are used in fixed 
proportions is untenable. Generally, labour can be substituted for 
capital and the economy can move more smoothly towards a path of 
steady growth. In fact, unlike Harrod's model, this path is not so 
unstable that the economy should experience chronic inflation or 
unemployment if G does not coincide with Gw. 

(3) The two models also fail to consider changes in the general price 
level. Price changes always occur over time and mav stabilize otherwise 
unstable situations. According to Meier and Baldwin, “If allowance is 
made for price changes and variable proportions in production, then the 
system may have much stronger stability than the Harrod model 
suggests." 

(4) The assumption that there arc no changes in interest rates is 
irrelevant to the analysis. Interest rates change and affect im'cstment A 
reduction in interest rates during periods of overproduction can make 
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capital-intensive processes more prontable by increasing the demand fd r 
capital aqd thereby reduce excess supplies of goods. 

(5) The Harrod-Domar models ignore the effect of government 
programmes on economic growth. If, for instance, the government 
undertakes a programme of development, the Harrod-Domai analysis 
does not provide us with causal (functional) relationship. 

(6) It also neglects the entrepreneurial behaviour which actually 
determines the warranted growth rate in the economy. This makes the 
concept of the warranted growth rate unrealistic. 

(7) The Harrod-Domar models have been criticised for their failure 
to draw a distinction between capital goods and consumer goods. 

(8) According to Professor Rose, the primary source of instability in 
Hatred's system lies in the effect of excess demand or supply on 
production decisions and not in the effect of growing capital shortage or 
redundancy on investment decisions. 

Despite these limitations, “Harrod-Domar growth models are purely 
laissez-faire ones based on the assumption of fiscal neutrality and 
designed to indicate conditions of progressive equilibrium for an 
advanced economy.” They are important “because they represent a 
stimulating attempt to dynamize and secularise Keynes’ static short-run 
saving and investment theory.” 8 

Application of Harrod-Domar Models to Underdo eloped Countries 

Growth theory in advanced economies has been associated w-ith three 
principal concepts: the saving function, autonomous vs. induced 
investment, and the productivity of capital. The Harrod-Domar models 
are based on these concepts and were primarily developed in order to 
illuminate secular stagnation that was threatening the advanced 
economies in the post-war period. The application of these models has 
now been extended to the development problems of underdeveloped 
economies. As Hirschman writes: “The Domar model, in particular, has 
proved to be remarkably versatile, it permits us ro show nor only the 
rate at which the economy must grow if it is to make full use of (he 
capacity created by new investment but inversely, the required savings 
and the capital-output ratios if income is to attain a certain target growth 
rate. In such exercises, the capital-output ratio is usually assumed at 
some value between 2.5 and 5; sometimes several alternative projec- 
tions arc undertaken; with given growth rates, overall or per capita, and 
with given population projections, in the latter case, total capital 
requirements for five- or ten-yearplans are then easily derived.” Lei us 

"Kunhara, op of , p 153. 

’A O. Harschman. Op. of . pp 31-32. 
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see how these models can be used for planning in underdeveloped 
countries. 

Suppose the capital-output ratio is assumed to be 4:1 and the full 
capacity growth rate or the warranted growth rate is estimated at 3 per 
cent per annum for the economy. By applying either the Harrod or the 
Domar formula, the planners can find out the saving-income ratio 
required to sustain the growth rate of 3 per .cent per annum. 

In Harrod’s model: 

Gw.Cr^s and by applying the assumed rates we get, 
3/100x4/1=12/100 or 12 per cent which is the saving-income ratio. 
Similarly, in Domar's model: 

A Y/Y=acr* 

=3/100 x4/1=12/100 or 12 per cent (cx being the reciprocal of Harrod’s 
Cr). 

Thus, if the capital-output ratio is assumed as 4:1 in an economy, the 
community will have to save 12 per cent of its anr'Jal income, if its 
annual growth rate of output is to be 3 per cent. Let us work it out in 
practice. Given the saving ratio and the capital-output ratio, the Harrod 
formula for calculating the growth rate is 
G\\-slCr, If s is 12 per cent and the value of Cr 4, then 
Gw -12/4=3 per cent. 

Sir Roy Harrod in the Second Essay an Dynamic Theory has tried to 
make his model more applicable to underdeveloped countries. He has 
elaborated the supply side of his fundamental equation by introducing 
the role of interest rate in determining the supply of savings and the 
, demand for savings. The natural rate of interest m is defined as the ratio 
of the natural growth rate of per capita output Pc and the natural growth 
rate of income Gn to the elasticity of diminishing utility of income e. 
Thus 


c 

Taking the values of Pc and Gn as given, the natural rate of interest 
depends on the value of e which is assumed to be less than unity, m and 
e are inversely related to each other. When e is small, m is high and vice 
versa. 

The capital requirements, Cr, depend on the rate of interest, 
Cr-f(m). Rather, Cr is a decreasing function of nr. The higher the rate 
of interest, the lower the capital requirements, and vice versa. • 
The savings requirements Sr, like Cr, are also of much importance in 
underdeveloped countries. But the average propensity to save s is not 


*Av per equation (?) paste 234 above 
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necessarily equal to social requirements of savings, Sr. The actual 
savings S may be greater or less than Sr, i e., S^Sr. If S<Sr then 
Gw> Gnwhich means that actual savings being larger in the community, 
entrepreneurs would desire to invest more? In the long run however Gw 
cannot continue to be greater than Gn which is the highest growth rate 
that can be attained. In such a situation, the actual growth rate would 
attain full employment and will be less than Gw, i.c G<Gw. This will 
lead to depression in the economy. On the contrary, if S<Sr , then 
Gw<Gn. It implies that actual savings being less than the required 
savings in the community, there would be fall in investment. In the long 
run, it would lead to a fall in the warranted growth rate below the actual 
growth rate, i.c., Gw<G and the level of investment would increase. 
Ultimately there will be chronic inflation. 

Since low savings, high level of investment and chronic inflation are 
some of the features of underdeveloped countries, Harrod suggests the 
financing of large investments through the expansion of bank credit and 
automatic investment of inflationary profits in the capital markets. But 
there are no organised capital markets in such economies, therefore, 
expansion of bank credit is the only way to finance investments and 
generate economic growth. Low savings in an underdeveloped country 
are responsible for its low rate of growth and the existence of mass 
unemployment and underemployment. Thus the actual level of saving 
should be raised to the level of required rate of savings by a compulsory 
levy or a surplus budget to that S~Sr Besides, Harrod also emphasizes 
the need for changes in social and institutional factors in such 
economies. For social and institutional obstacles may be the cause of a 
low growth rate rather than the lack of savings m underdeveloped 
countries. Under the circumstances, Sr will also be low and S may 
approximate to it. 

Limitations of these Models from the Standpoint of Underdeveloped 

Countries 

The Harrod-Domar models are not applicable to underdeveloped 
countries for the following reasons: 

1. Different Conditions. The Harrod-Domar analysis was evolved 
under different set of conditions. It was meant to prevent an advanced 
economy from the possible effects of secular stagnation. It was never 
intended to guide industrialization programmes in underdeveloped 
economies. The limitations of these growth models, as applied to such 
economies, therefore, stem from this fact. 

2. Saving Ratio. These growth models are characterized by a high 
saving ratio and a high capital-output ratio. In an underdeveloped 
economy, however, derisions to save and invest are generally under* 



i. toreign trade and Aid. The Harrod-Domar models are based on 
the assumption of a closed economy. But underdeveloped countries are 
open rather than closed economies where foreign trade'and aid play 
very crucial roles in their economic development . Both these factors are 
the bases of their economic progress. 

S. Price Changes. These models are based on the unrealistic 
assumption of a constant price level. But in underdeveloped countries 
price changes are inevitable with development. 


’''K. Kurihnrs. op. dr., pp. 71-72. 
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9. Institutional Changes. Institutional factors have been assumed to 
be given in these models But the reality is that economic development 
is not possible without institutional changes in such countries. 77iere- 
fore, these models fail to apply m underdeveloped countries. 

Conclusion. Thus is appears from the above discussion that the 
Harrod-Domar models, based as they are on unrealistic assumptions, 
have little practical application in underdeveloped countries, Htrsch* 
man, therefore, suggests that “economics of development, like the 
underdeveloped countries themselves, must learn to walk on its own 
feet, that is, it must work out its own abstractions. 11 

But Professor Kunhara is of the view that though "their policy 
implications are very opposite of what one might expect of an 
underdeveloped economy,” yet “the growth models have this positive 
lesson for underdeveloped economies, that the state should be allowed 
to play not only a stabilizing rote but also a development role, if these 
economies are to mdustralize more effectively and rapidly than the now 
industrialized economies did tn conditions of laissez-faire." He further 
opines that because of the universal character of sa\mg-mcome ratto 
and capital-output ratio (or its reciprocal) as measurable strategic 
variables, the growth mechanism discussed by'Harrod and Domar is 
applicable to all economic systems, albeit with due modification. That is 
why, these growth models are applicable to those underdeveloped 
countries in which the technique of planning with ‘balanced growth' is 
adopted because under this technique, saving-income ratio and capital- 
output ratio remain constant during the plan period 12 


"Hindi man, op. at , p. 33. Professor S Chat warty in his twV, The leg* of 
Investment Phoning, (p 43). regards these models as t very rough tool in wetf and not 
too much should be expected from it.* The geat service that these models perform « ro 
indicate very roughly rhe dimension* of the problem involved in raising the per 
income level in an underdeveloped country Their highly aggregative nature, bo* • 
prevents them from beign used » a loot in detailed quantitative policy n*m» «*» 
conceals many structural aspects of the problem of a steady rale ol gtowtii. 

"Kurihara, op at.. Chapters 9 and II. 
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taken by the same group of persons. The vast majority of the people live 
on the margin of subsistence and thus very few are in a position to save. 

3. Capital-Output Ratio. Similarly, it is difficult to have a correct 
estimate of the capital-output ratio where normal productivity is often 
inhibited by shortages and bottlenecks. When they are removed, there 
is considerable increase in the productivity of already invested capital. 
Such an economy, therefore, would have either to increase its saving 
ratio or capital-output ratio by improving methods of production and 
removing the various obstacles to investment. Prof. Hirschman is of the 
view that the ‘predictive and operational value' of a model based on the 
propensity to save and on the capital-output ratio is low and is bound to 
be far less useful in underdeveloped than in advanced economies. 

4. Structural Unemployment. According to Professor Kurihara, the 
Harrod-Domar growth rate of investment fails to solve the problem of 
structural unemployment to be found in underdeveloped countries. It 
can tackle the problem of 'Keynesian unemployment’ arising out of 
deficiency of effective demand or due to under-utilization of capitah But 
when population grows faster than accumulation of capital in an 
underdeveloped country, structural unemployment will arise due to lack 
of capital equipment. 11 ’ 

\ 5. Disguised Unemployment. These models start with the full employ- 

ment level of income but such a level is not found in underdeveloped 
countries. There exists disguised unemployment in such countries which 
cannot be removed by the methods suggested by Harrod-Domar. Thus 
the main assumption of the Harrod-Domar models being absent in 
underdeveloped countries, these models are not applicable to them. 

6. Government Intervention, The Harrod-Domar models are based 
on the assumption that, there is no government intervention in economic 
activities. This assumption in not applicable to underdeveloped coun- 
tries because they cannot develop without government help. In such 
countries the role of the state as a ‘pioneer entrepreneur’ in starting 
large industries and in regulating and directing private enterprise has 
been increasingly recognised. 

7. Foreign Trade and Aid. The Harrod-Domar models are based on 
the assumption of a closed economy. But underdeveloped countries are 
open rather than closed economies where foreign tradcPand aid play 
very crucial roles in their economic development. Both these factors are 
the bases of their economic progress. 

8. Frice Changes. These models are based on the unrealistic 
assumption of a constant price level. But in underdeveloped countries 
price changes are inevitable with development. 

l "K. Kurihara. op. cti., pp. 71-72. 
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9. Institute) Changes. Institutional factors have been assumed to 
be given in these models. But the reality is that economic development 
is not possible without institutional changes in such countries. There- 
fore, these models fail to apply in underdeveloped countries. 

Conclusion. Thus is appears from the above discussion that the 
Harrod-Domar models, based as they are on unrealistic assumptions, 
have little practical application in underdeveloped countries, Hirsch- 
man, therefore, suggests that “economics of development, like the 
underdeveloped countries themselves, must leant to walk on its own 
feet, that is, it must work out its own abstractions. 11 

But Professor Kurihara is of the view that though “their policy 
implications are very opposite of what one might expect of an 
underdeveloped economy," yet “the growth models have this positive 
lesson for underdeveloped economies, that the state should be allowed 
to play not only a stabilizing role but also a development role, if these 
economies are to industralize more effectively and rapidly than the now 
industrialized economies did in conditions of laissez-faire " He further 
opines that because of the universal character of saving-income ratio 
and capital-output ratio (or its reciprocal) as measurable strategic 
variables, the growth mechanism discussed by'Harrod and Domar is 
applicable to all economic systems, albeit with due modification. That is 
why, these growth models are applicable to those underdeveloped 
countries in which the technique of planning with ’balanced growth’ js 
adopted because under this technique, saving-income ratio and capital- 
output ratio remain constant during the plan period 12 


"Minch man. op at., p. 33. Professor S Chakravarty in hu book. The Logk of 
fa vestment Planning, <p 43), regards these models as ‘a scry rough loot in itself and not 
too much should be expected from it.' The geat service lhai these models perform »s to 
indicate very roughly the dimensions of the problem involved In raising the P cr ca P ,u 
income level in an underdeveloped country Their highly aggregative nature, however. 
prevents them from bcign used as a tool in detailed quantitative policy miung a 
conceals many structural aspects of the problem of a steady rale of growth 
"Kurihara. op at , Chapters 9 and II. 
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taken by the same group of persons. The vast majority of the people live 
on the margin of subsistence and thus very few are in a position to save. 

3. Capital-Output Ratio. Similarly, it is difficult to have a correct 
estimate of the capital-output ratio where normal productivity is often 
inhibited by shortages and bottlenecks. When they are removed, there 
is considerable increase in the productivity of already invested capital. 
Such an economy, therefore, would have either to increase its saving 
ratio or capital-output ratio by improving methods of production and 
removing the various obstacles to investment. Prof. Hirschman is of the 
view that the -predictive and operational value' of a model based on the 
propensity to save and on the capital-output ratio is low and is bound to 
be far less useful in underdeveloped than in advanced economies. 

4. Structural Unemployment. According to Professor Kurihara. the 
Harrod-Domar growth rate of investment fails to solve the problem of 
structural unemployment to be found in underdeveloped countries. It 
can tackle the problem of ‘Keynesian unemployment’ arising out of 
deficiency of effective demand or due to under-utilization of capitah But 
when population grows faster than accumulation of capital in an 
underdeveloped country, structural unemployment will arise due to lack 
of capital equipment." 1 

5. Disguised Unemployment. These models start with the full employ- 
ment level of income but such a level is not found in underdeveloped 
countries. There exists disguised unemployment in such countries which 
cannot be removed by the methods suggested by Harrod-Domar. Thus 
the main assumption of the Harrod-Domar models being absent in 
underdeveloped countries, these models are not applicable to them. 

6. Government Intervention. The Harrod-Domar models are based 
on the assumption that, there is no government intervention in economic 
activities. This assumption in not applicable to underdeveloped coun- 
tries because they cannot develop without government help. In such 
countries the role of the state as a ‘pioneer entrepreneur’ in starting 
large industries and in regulating and directing private enterprise has 
been increasingly recognised. 

7. foreign Trade and Aid. The Harrod-Domar models are based on 
the assumption of a closed economy. But underdeveloped countries are 
open rather than dosed economies where foreign tradc^and aid play 
very crucial roles in their economic development. Both these factors are 
the bases of their economic progress. 

8. Price Changes. These models arc based on the unrealistic 
assumption of a constant price level. But in underdeveloped countries 
price changes arc inevitable with development. 


10 K. Kurihara. op. cit., pp. 71-72. 
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9. Institutional Changes. Institutional factors have been assumed to 
be given in these models. But the reality is that economic development 
is not possible without institutional changes in such countries. There- 
fore, these models fail to apply in underdeveloped countries. 

Conclusion. Thus is appears from the above discussion that the 
Harrod-Domar models, based as they are on unrealistic assumptions, 
have little practical application in underdeveloped countries, Htrsch- 
man, therefore, suggests that “economics of development, like the 
underdeveloped countries themselves, must learn to walk on its own 
feet, that is, it must work out its own abstractions. 11 

But Professor Kurihara is of the view that though “their policy 
implications are very opposite of what one might expect of an 
underdeveloped economy," yet “the growth models have this positive 
lesson for underdeveloped economies, that the state should be allowed 
to play not only a stabilizing role but also a development role, if these 
economies are to industrahze more effectively and rapidly than the now 
industrialized economics did in conditions of laissez-faire." He further 
, opines that because of the universal character of saving-income ratio 
and capital-output ratio (or its reciprocal) as measurable strategic 
variables, the growth mechanism discussed by'Harrod and Domar is 
applicable to all economic systems, albeit with due modification. That is 
why, these growth models are applicable to those underdeveloped 
countries in which the technique of planning with ‘balanced growth’ is 
adopted because under this technique, saving-income ratio and capital- 
output ratio remain constant during the plan period 12 


’’Hirschman, op at . p 33. Professor S. Chakravarty in his book. The Logic of 
Investment Planning, (p 43), regards these models as ‘a very rough tool m itself and not 
too much should be expected from it ’ The geat service that these models perform is to 
indicate very roughly the dimensions of the problem involved in raising the per capita 
income level in an underdeveloped country. Their highly aggregative nature, however, 
prevents them from beign used as a tool in detailed quantitative policy making and 
conceals many structural aspects of the problem of a steady rate of growth. 
,s Kurihir*. op tit , Chapters 9 and 11. 



Chapter 26 

THE KALDOR MODEL OF DISTRIBUTION 


The Harrod-Domar models are based on the restrictive assumption of a 
constant saving-income ratio. The Kaldor model 1 is an attempt to make 
the saving-income ratio a variable in the growth process. It is based on 
the ‘classical sarin g function* which implies th3t saving equals the ratio 
of profits to national income, i.e.. S=P/Y. 

Assumptions. Kaldor builds his model on the following assumptions: 

(1) There is “a state of full employment so that total output or 
income (Y) is given." 

(2) National income or output consists of wages (V>) and profits (F) 
only. W comprises both manual labour and salaries, while P includes the 
income of property’ owners and of entrepreneurs. 

(3) The" marginal propensity to consume of workers is greater than 
that of the capitalists whereby the marginal propensity to save of the 
workers sw is small in relation to those of capitalists sp. i.e.. $p<s»'. 

(4) The investment-output ratio (1/Y) is an independent variable. 

(5) Elements of imperfect competition or monopoly power exist. 
Given these assumptions, and taking Sw as aggregate savings out of 

wages and Sp as aggregate savings out of profits, we have 


y»w+p 

WmY-P 

But * ImS 

and S"Sve+Sp 

Investment being given and assuming simple proportional savings 
functions. Sw-swlV and Sp=spP , we obtain the equation 
I=spP+swW 

-spP+snfY-P) (•• W is equal to Y-P) 

-spP+swY - — sup 
~(sp~s\y) P~s%vY 

whence the ratio of investment to national income 

/ _ (sp—str) P+swY I p 

Y Y ' ° r ~y~ ~ , ( s P~ SVi ') ~p~~sv- . . . (i) 

’N.TUtdor. Esovr to Was x>d Disorder,, ^ 
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and from (1) the ratio of profit to national income, can be 
derived as under 


or 


(sp — sw) S3 ~L SW 

" ' Y Y 

P 1 I sw 

Y sp-sw Y sp—sw 


... ( 2 ) 


Thus, given the-marginal propensities to save of the wage-earners and 
the capitalists, the share of profits in national income depends on the 
ratio of investment to the total output. If there is an increase in 
investment-income ratio J/Y, it will result in an increase in the share of 
profits to national income P/Y , so long as sp>sw. This is illustrated in 
Fig. 26.1. 

Given the full employment level of income Y ot the saving-income 
ratio and the investment-income 
ratio are S/Y 0 and I/Y 0 respec- 
tively. The economy is in equilib- 
rium with a fixed profit-income 
ratio given by the vertical line 
PP. If there is an increase in 
income, the S/Y and I/Y func- 
tions shift upward to S/Y\ and 
J/y,. But the share of profits in 
national income remains con- 
stant as given by the line PP. In 
case I/Y alone shifts up, the 
saving-income function remain- 
ing at S/Y 0 level, there would be 
inflationary rise of prices. This would raise the profit-income ratio and 
thus push up the saving-income function to S/Y x . If such a relation 
continues between the I/Y and S/Y functions, the economy will maintain 
itself at the full employment level and P/Y will remain constant. 

The interpretative value of this model, according to Kaldor, depends 
on treating investment, or rather the ratio of investment to output VY as 
an independent variable, invariant with respect to changes in sp and sw. 
This, along with the assumption of full employment, shows that the level 
of prices in relation of the level of money wages is determined by 
demand. An increase in the level of investment would raise the level of 
demand and prices. Consequently, the share of profits in national 
income would rise, but reduce real consumption. Contrariwise, a fall in 
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investment will reduce total demand, bring a fall in prices and profit 
margins. but increase real consumption, "Assuming flexible prices (or 
rather flexible profit margins) the system is thus stable at full 
employment." 

As alreadv pointed oat. this model operates when the two savings 
propensities differ. sp=svv, >p>w jv the stability condition. If sp is less 
than s>w. 2 fall in prices would cause a fall in demand arid to a cumulative 
fall in prices. Similarly, a rise in prices would he cumulative. 

Further, "the degree of stability" of the system is dependent upon the 
difference between the marginal propensities to save, on V(sp — sw) 
which Kaidpr defines as the coefficient of sensitivity of income 
distribution.' If there is a small difference between the two marginal 
proper! 1 ; ties tip and -my. the coefficient fl bp — v.v) -.sill be large and 
small chances in the investment- mtput ratio ! I'Y) will lead to relatively 
large changes in income distribution (P Y) and vice versa. In case the 
mar etna' propensity to save from wages o zero (s p-<)). the amount of 
profit', i- eijud'o the -urn ■>! investment and capitalist consumption. - /.e.. 

P~~~! Ti:r- F “widow's cr.r e" where a roe in the consumption of 

entrepreneurs raises their total profit b;. an exact!) equal amount. ? 

If however / V and spare au-urr-ed to be constant over time, the share 
of wages will also be constant. In other words, as output per man 
. increases real wages will rr-e automatically In case the propensity to 
save out of wages, sw r- po-.jir.e (v.'.Xi), total profits will fa!) by .V withe 
amount of workers savings) V»,ben the workers' savings are reduced, 
total profits rue bv a greater amount than the change in investment, and 
vice vtrva 


Assuming t 
variable. Ms d 
logy in. terms 
capital-output 


he : r : v es t r n e n t - n u t p u t ratio f/ V) to be an independent 
etermirtant- can be described j n the Harrodian termino- 
of toe 'rate of growth of output capacity' ( G) and the 
ratio (i). 



In a state of 
natural rate of 
growth I V~-<; 


••cont'muous full employment'' G must equal Harrod's 
growth Or). For Harrod s equation of warranted rate of 
we can substitute equation (2) above; 


* m *'\ ‘ k * j u\ t ip. l-% ::: amjfyus jrrarcin*t 

•* -. **,•« r *,*' *.•*■>*. .. v 

! Cf. St Ktsncs. ,i>, *.f„n r4> Vot J r, 

Ov n Hvrr.i2'< C?». £> ' 
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or 


or 


and 



x — 

sp-sw Y 

_1 / 

sp ' Y 

•Gv^Gw.Cr 

Gw Cc 

sp 


sw 

sp-sw 


( •/ 5U =0J 
[From (3)] 


Kaldor concludes “Hence the ‘warranted’ and the, ‘natural’ rates of 
growth are not independent of one another, if profit margins are 
flexible, the former will adjust itself to the latter through a consequen- 
tial change in P/Y " 

However Kaldor points out that there will not be an inherent 
tendency to a smooth rate of growth in a capitalist economy. In fact, the 
causes r of cyclical movements are found in disharmony between the 
warranted and the natural growth rates 

To Kaldor’s basic equation (2) may be added two restrictions, t e., 
sw<f/Y, and sp>I/Y Restriction sw<I/Y excludes the case of a 
dynamic equilibrium with a negative share of profits, and sp>I/Y 
excludes the case of a dynamic equilibrium with a negative share of 
wages. If the former restrictions were not satisfied, the system would 
enter into a state of chronic underdevelopment. Similarly if the latter 
were not satisfied, the system would enter into a state of chronic 
inflation. The Kaldor model is meant to operate within these limits and 
shows how a distribution of income and a rate of profit through time will 
help the system in equilibrium. 


A Critical Appraisal 

The model shows that the share of profits to income P/Y, the rate of 
profit on investment, and the real wage rate are functions of l/Y which, 
in turn, is determined independently of P/Y or the real wage rate. But 
this is true only under certain conditions. First, the real wage rate 
cannot be below a certain minimum subsistence rate. Second, the share 
of profits cannot fall below the “risk premium rate,” which is the 
minimum profit rate necessary for inducing capitalists to invest. Third, 
the share of profits cannot be below the “degree of monopoly rate”, i.e., 
a minimum rate of profit on turnover due to imperfect competition, 
collusive agreements, etc. The second and third being alternative 
limitations, the higher of the two will apply. Lastly, the capital-output 
ratio should be independent of the rate of profit. Otherwise //Twill 
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investment will reduce total demand, bring a fall in prices and profit 
margins, but increase real consumption. “Assuming flexible prices (or 
rather flexible profit margins) the system is thus stable at full 
employment.” 

As already pointed out, this model operates when the two savings 
propensities differ, sp^sw. sp>s\v is the stability condition. If sp is less 
than sw. a fall in prices would cause a fall in demand and to a cumulative 
fall in prices. Similarly, a rise in prices would be cumulative. 

Further, “the degree of stability" of the system is dependent upon the 
difference between the marginal propensities to save, on l/(sp — sw) 
which Raider defines as the ‘coefficient of sensitivity of income 
distribution.' If there is a small difference between the two marginal 
propensities (sp and sw). the coefficient ( 1/sp — -sw) will be large and 
small changes in the investment-output ratio (f/V) will lead to relatively 
large changes in income distribution (PY) and vice versa. In case the 
marginal propensity to save from wages is zero (sp=0). the amount of 
profits is equal to the sum ol investment and capitalist consumption.* t.t\, 

P=~jl This is "widow's cruse" where a rise in the consumption of 

entrepreneurs raises their total profit by an exactly equal amount. 1 

If however / 'V and spare assumed to be constant over time, the share 
of wages will also be constant. In other words, as output per man 
. increases real wages will rise automatically. In case the propensity to 
save out of wages, sw is positive (mi> 0). total profits will fall by Sw (the 
amount of workers' savings). When the workers' savings arc reduced, 
total profits rise by a greater amount than the change in investment, and 
vice versa. 

Assuming the investment-output ratio ( h'Y ) to be an independent 
variable, its determinants can be described in the Harrodian termino- 
logy in terms of the ‘rate of growth of output capacity' (G) and the 
capital-output ratio (v): 


I 



In a state of “continuous full employment" G must equal Harrod's 
natural rate of growth Gn. For Harrod's equation of warranted rate of 
growth LY-s we can substitute equation (2) above: 

Capitalist consumption is shown as lisp, jus! as in the Keynesian analysis marginal 
propensity tin consume is IMPS 

Cf. J.M. Keynes, Treatise on Money, Voi. I. p. 139. 

‘KaMor’s Gv is Harrod's Gif. Cr. 
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Kaldor concludes: “Hence the ‘warranted* and the, ‘natural’ rates of 
growth are not independent of one another; if profit margins are 
flexible, the former will adjust itself to the latter through a consequen- 
tial change in P/Y." 

However Kaldor points out that there will not be an inherent 
tendency to a smooth rate of growth in a capitalist economy. In fact, the 
causes 'of cyclical movements are found in disharmony between the 
warranted and the natural growth rates. 

To Kaldor’s basic equation (2) may be added two restrictions, i.e., 
s\\<J/Y, and sp>I/Y. Restriction sw<I/Y excludes the case of a 
dynamic equilibrium with a negative share of profits, and sp>J/Y 
excludes the case of a dynamic equilibrium with a negative share of 
wages. If the former restrictions were not satisfied, the system would 
enter into a state of chronic underdevelopment. Similarly if the latter 
were not satisfied, the system would enter into a state of chronic 
inflation. The Kaldor model is meant to operate within these limits and 
shows how a distribution of income and a rate of profit through time will 
help the system in equilibrium. 


A Critical Appraisal 

The model shows that the share of profits to income P/Y, the rate of 
profit on investment, and the real wage rate are functions of UY which, 
in turn, is determined independently of P/Y or the real wage rate. But 
this is true only under certain conditions. First , the real wage rate 
cannot be below a certain minimum subsistence rate. Second, the share 
of profits cannot fall below the “risk premium rate,” which is the 
minimum profit rate necessary for inducing capitalists to invest Third, 
the share of profits cannot be below the “degree of monopoly rate”, / e . 
a minimum rate of profit on turnover due to imperfect competition, 
collusive agreements, etc. The second and third being allernatixe 
limitations, the higher of the two will apply. Lastly, the capital-output 
mtio should be independent of the rate of profit. Otherwise / > will 
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investment will reduce total demand, bring a fall in prices and profit 
margins, but increase reai consumption. “Assuming flexible prices (or 
rather flexible profit margins) the system is thus stable at full 
employment.” 

As already pointed out. this model operates when the two savings 
propensities differ, sp^sxv. sp>sw is the stability condition. If sp is less 
than sw, a fall in prices would cause a fall in demand and to a cumulative . 
fall in prices. Similarly, a rise in prices would be cumulative. 

Further, "the degree of stability” of the system is dependent upon the 
difference between the marginal propensities to save, on 1 /(sp— sw) 
which Kaidpr defines as the ’coefficient of sensitivity of income 
distribution.' If there is a small difference between the two marginal 
propensities (sp and s\v). the coefficient (1/sp — sit ) will be large and 
small changes in the investment-output ratio (I/Y) will lead to relatively 
large changes in income distribution (P'Y) and vice versa. In case the 
marginal propensity to save from wages is zero (sp-O). the amount of 
profits is equal to the sum of investment and capitalist consumption/ i.c . , 

P= — / This is “widow's cruse” where a rise in the consumption of 

entrepreneurs raises their total profit b\ an exactly equal amount/ 

If however /T and spare assumed to be constant over time, the share 
of wages will also be constant. In other words, as output per man 
. increases real wages will rise automatically. In case the propensity to 
save out of wages, su is positive (mv>0). total profits will fall by Sw (the 
amount of workers savings). When the workers’ savings are reduced, 
total profits rise by a greater amount than the change in investment, and 
vice versa. 

Assuming the investment-output ratio (P'Y) to be an independent 
variable , its determinants can be described in the Harrodian termino- 
logy in terms of the ’rate of growth of output capacity’ (G) and the 
capital-output ratio (v): 


l 



In a state of “continuous full employment" G must equal Harrod’s 
natural rate of growth Gn. For Harrod's equation of warranted rate of 
growth I/Y-s we can substitute equation (2) above: 


-Capitalist consumption is shown as Usp. just as in ihc Keynesian analysis marginal 
propensity tto consume is I 'M PS 

Cl. J.M. Keynes. Treatise on Money. Vot I n 139 
’KaMor’s Gr is Harrod's Gw. Cr. 
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[From (3)1 


Kaldor concludes: “Hence the ‘warranted’ and the, ‘natural’ rates of 
growth are not independent of one another, if profit margins are 
flexible, the former w\U adjust itself to the latter through a consequen- 
tial change in P/Y.” 

However Kaldor points out that there will not be an inherent 
tendency to a smooth rate of growth in a capitalist economy. In fact, the 
causes *of cyclical movements are found in disharmony between the 
warranted and the natural growth rates 

To Kaldor’s basic equation (2) may be added two restrictions, i.e , 
sw<I/Y, and sp>VY Restriction sw<l/Y excludes the case of a 
dynamic equilibrium with a negative share of profits, and sp>I/Y 
excludes the case of a dynamic equilibrium with a negative share of 
wages. If the former restrictions were not satisfied, the system would 
enter into a state of chronic underdevelopment. Similarly if the latter 
were not satisfied, the system would enter into a state of chronic 
inflation. The Kaldor model is meant to operate within these limits and 
shows how a distribution of income and a rate o! profit through time will 
help the system in equilibrium. 


A Critical Appraisal 

The model shows that the share of profits to income P/Y, the rate of 
profit on investment, and the real wage rate are functions of //Y which, 
in turn, is determined independently of P/Y or the real wage rate. But 
this is true only under certain conditions, first, the real wage rate 
cannot be below a certain minimum subsistence rate. Second, the share 
of profits cannot fall below the “risk premium rate,” which is the 
minimum profit rate necessary for inducing capitalists to invest. Third, 
the share of profits cannot be below the “degree of monopoly rate”, i.e., 
a minimum rate of profit on turnover due to imperfect competition, 
collusive agreements, etc The second and third being alternative 
limitations, the higher of the two will apply. Lastly, the capital-output 
ratio should be independent of the rate of profit. Otherwise l/Y will 


Chapter 27 

THEi PASINETTI MODEL OF PROFIT AND GROWTH 


The Pasinetti model 1 is an extension of the Kaldor model of distribution 
by incorporating workers’ profits as returns on their savings. It shows 
that there exists a distribution of income between profits and wages 
which keeps the system in a long-run equilibrium. 

Assumptions. The Pasinetti model is based on the following assump- 
tions: 

1. There is full employment. 

2. National income (Y) consists of wages (HO and profits (P). 

3. Wages are distributed to workers in proportion to the amount of 
labour they contribute and profits are distributed to capitalists in 
proportion to the amount of capital they own. 

4. Each class saves a fixed proportion of its income and the 
capitalists’ propensity to save (sc) is greater than that of workers (sw). 

Given these assumptions, the national income identity is 

y-U'-fP 

and P^P C +P„. 

Y= XV+P W +P C 

Where P e and P u relate to profits accruing to the capitalists and the 
workers respectively. 

The savings functions of the workers and the capitalists are defined as 
S u ~sw(\V+P u .) and S f =scP c , so that S=sw(W+P w )+scP c 
We know that 



I-S 

or 

I—sw(\V+ P w )+scP c 

But 

Y=\V+P„.+P C 

or 

w+p u -y— p c 

And 

I=s\v(Y — P c )+scP c 


(■: W+P U ~Y — p c ) 


= sw y — swPc+scPc 

~s\vY+(sc-s\v)P c (!) 

Whence the ratio of investment to national income 

'L.t. PaMnctti -‘Rate of Profit and Income Distribution in Relation to the Rate of 
economic Growth, Review' of Economic Stuidics, Vol. 29 (4), 1962, pp, 267-79. 
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Y 
P e 


swY+(sc-sw)P c 


Pc 


=sw+ -~-(sc-sw) 


(sc-sw)- 


or —?— = X ...(2) 

V sc— SU' Y sc-sw 

This expression explains the distribution of income between capita- 
lists and workers 

Similarly the ratio of investment to total capital can be derived 
from (1). 

swY+(sc~sw)P c 


I 

K 

I 

K 


Y 
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(sc-sw) 


P e , . I Y 

1 r~ sw — 


K 

Pc 

K 


I 

K 


-x 4-... (3) 


The expressions (2) and (3) refer to that part of profits which accrue to 
the capitalists alone. 

To show the distribution of income between profits and wages, we 
must add the share of workers’ profits into income PJY to both sides of 
equation (2) as this equation simply represents the share of capitalists’ 
profits in national income. Thus the distribution of income between 
profits and wages can be expressed as 

y y r 

Similarly, equation (3) simply represents the ratio of capitalists 
profits to total capital and not the ratio of total profits to total capital 
(rate of profit). So to find out the rate of profit, we must add the share 
of workers’ profit into capital PJK to both sides of equation (3), so that 


Chapter 21 

THE? P ASINETTI MODEL OF PROFIT AND GROWTH 


The Pasinetti model 1 is an extension of the Kaldor model of distribution 
by incorporating workers’ profits as returns on their savings. It shows 
that there exists a distribution of income between profits and wages 
which keeps the system in a long-run equilibrium. 

Assumptions. The Pasinetti model is based on the following assump- 
tions: 

1. There is full employment. 

2. National income ( Y) consists of wages ( W) and profits (P). 

3. Wages are distributed to workers in proportion to the amount of 
labour they contribute and profits are distributed to capitalists in 
proportion to the amount of capital they own. 

4. Each class saves a fixed proportion of its income and the 
capitalists’ propensity to save (sc) is greater than that of workers (sw). 

Given these assumptions, the national income identity is 

Y&W+P 

and P^P c -fP„. 

Y=\V+P„+P C 

Where P c and P„. relate to profits accruing to the capitalists and the 
workers respectively. 

The savings functions of the workers and the capitalists are defined as 
S K ~sw(\V+P w ) and S c ~scP c , so that S~s\v(W+P w )+scP c 
We know that 




or 

I-s\v(W+P w ) +scP c 

But 

Y—W+P w +P c 

or 

\V+P W ~Y — P c 

And 

l=s\v(Y~P c )+scP c 


(-:W+P n -Y—P c ) 


= sw Y — swPc+scPc 
=sw Y + ( sc-s\v)P c 


Whence the ratio of investment to national income 


'L.L. Pasinetti, “Rale of Profit and Income Distribution in Relation to the Rate of 
economic Growth,’ Review of Economic Sfuidies. Vol. 29 (4). 1962, pp. 267-79. 
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This expression explains the distribution of income between capita- 
lists and workers. 

Similarly the ratio of investment to total capital can be derived 
from (1). 

/ _ swY+(sc-sw)P c 
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The expressions (2) and (3) refer to that part of profits which accrue to 
the capitalists alone. 

To show the distribution of income between profits and wages, we 
must add the share of workers’ profits into income PJY to both sides of 
equation (2) as this equation simply represents the share of capitalists' 
profits in national income. Thus the distribution of income between 
profits and wages can be expressed as 



Similarly, equation (3) simply represents the ratio of capitalists’ 
profits to total capital and not the ratio of total profits to total capital 
(rate of profit). So to find out the rate of profit, we must add the share 
of workers’ profit into capital PJK. to both sides of equation (3), so that 


The Economics of Development and Planning 


2-2 


zero. Further, he postulates that the saving propensities differ by class 
rather than by type of income and that the classes are stable. His steady 
state requires the distribution of ownership of capital between classes to 
be constant. And the only condition for stability in long-run equilibrium 
h that sc>0, whereas the stability conditions, sw <ifY and sc>//Y, of 
the Kaldor model arc short-run conditions. Thus on all counts, the 
Pa-.inetti model is superior and more realistic than the Kaldor model. 



Chapter 28 


JOAN ROBINSON’S MODEL OF CAPITAL 
ACCUMULATION 


THE ROBINSON MODEL 


drs Joan Robinson in her book The Accumulation of Capital" builds a 
;imp!c model of economic growth based on the ‘capitalist rules of the 
jamc.’ But “it is not so much concerned with an automatic convergence 
to a moving equilibrium in a capitalist economy, as with studying the 
properties of equilibrium growth." 

Assumptions. Mrs Robinson’s model is based upon the following 
assumptions: 

(а) There is a laissez-faire closed economy. 

(б) In such an economy capital and labour are the only productive 

factors. , ... 

(c) In order to produce a given output, capital and labour are 
employed in fixed proportions. 

(d) There is neutral technical progress. 

(e) There is no shortage of labour and entrepreneurs can employ 
much labour as they wish. 

(0 There are only wo classes— the workers and the entrepreneurs 
between whom the national income is distributed. 

fe) Workers save nothing and spend their wage income on consump- 
tion. 


(h) Entrepreneurs 


income (from profits) for capital formation. - ' _ . , h , v 

entrepreneurs cannot accumulate and if they do not accumulate, they 


have no profits.' 

(i) There are 
Net national income in the Robinson 


W There are no changes ,n the pne* ievel.^ ^ ^ o{ ^ ^ 


wage bill plus total profits which may be shown as 
y=wN+pK 


where yisthe net national income, »' the real wage rate. N' 'he 

of workers employed, p the profit rate and K the amount 1 


’Mrs Joan Robinson builds only - v - „ 
mitical model foes to Prof Kenneth K. Lim. . °P- 


,^tarmo*l TOorf.tloranmmrmfr*'- 
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Here Y is a function of N and K. Since the profit rate is crucial in the 
theory of capital accumulation, it can be shown as: 

- ' Y-wN 

p = 

K 

Y 

w 

N 

Divided bv N, p = 

y - K 

N 

By putting Y/N-l and K/N=6 (theta), we have 


/ - w 



Thus the profit rate is the ratio of labour productivity minus the total 
real wage bill to the amount of capital utilized per unit of labour. In 
other words, the profit rate (p) depends on income (Y), labour 
productivity (/). the real wage rate (w) and the capital-labour ratio (0). 

On the expenditure side, net national income (Y) equals consumption 
expenditure (Q plus investment expenditure (I), 

Y — C+I . 

Since Joan Robinson assumes zero saving out of wages but attributes 
saving to entrepreneurs, profits are meant for investment only, we have 


S = 1 

This saving-investment relation may be shown as: 


and 

S=pK 

J — AK 

[AK is increase 

in real capital] 


pK = AK 

,. .. 

[V5=// 

or 

_ AK 

1 — w 



P K 

0 



The growth rate of capital {AK/K) being equal to p (the profit rate), it 
depends on the ratio of the net return on capital relative to the given 
.. stock of capital. If income remains constant and the wage rate decreases 
or income increases and the wage rate remains constant, the profit rate 
would tend to increase. The profit rate can also increase if the 
capital-labour ratio falls. In this way the entrepreneurs maximize 
profits. 

The Golden Age. Besides the growth rate of capital (AK/K), another 
factor which determines the growth rate of an economy is the growth 
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rate of population ( &N/N). When the growth rate of population equals 
the growth rate of capital i.e., AWN-AK/K, the economy is in full 
employment equilibrium. Joan Robinson characterises it as "a golden 
age” to describe smooth, steady growth with full employment. “When 
technical progress is neutral and proceeding steadily, without any 
change in the time pattern of production, the competitive mechanism 
working freely, population growing at a steady rate and accumulation 
going on fast enough to supply productive capacity tor all available 
labour, the rate of profit tends to be constant and the level of real wages 
to rise with output per man. There are then no internal contradictions in 
the system. Total annual output and the stock of capital then grow 
together at a constant proportionate rate compounded at the rate of 
increase of the labour force and the rate of increase of output per man. 
We may describe the conditions as a golden age. " 2 



nc.2a.i 

The golden age is explained diagrammatical^ in Fig. 28.1. Capital* 
labour ratio K/N or 8 is measured along the horizontal axis and per 
capita output on the vertical axis. The growth rate of labour r force is 
taken to the left of O along the horizontal axis. The curve OP shows the 
production function, fcvery point on this curve shows the ratio of capital 
to labour. In order to find out the capitaUabour iario awl the wage 
profit relation, we draw a tangent NT which touches Re production 
function OP at point G and cuts the vertical axis at H. Poml ; Gsho •$ 
the capital-labour ratio for the golden age which is measured by OK. 
Per capita output is OA, out of this OW is paid as wages and HA or EG 
is ‘the surplus which is the rate of profit on capital 


3 f- Robinson. The AecvmuUtian of CiPtiaf. P 9V 
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This figure also proves that the growth rate of capital (A K/K) equals 
the growth rate of labour (A N/N). EG/EW reflects A K/K and OW/ON 
reflects A N/N. Thus 


EG OW 
EW ~ ON 


[V tan a=tan 0] 


In case the economy diverges from the path of “golden age” certain 
forces may tend to bring back the equilibrium position. Suppose that the 
rate of population growth is higher than the rate of capital growth, i.e., 
A N/N > A K/K, thereby leading to progressive underemployment. In 
such a situation surplus of labour will lead to a fall in money wages and if 
the price level remains constant, to a fall in real wages. As a result, the 
profit rate would tend to rise and increase the growth rate of capital to 
the population level. The equilibrating mechanism would not work if 
real wages fail to fall either due to the rigidity of money wages or 
because the price level falls in the same proportion as money wages. The- 
golden age equilibrium will not be restored and progressive underem- 
ployment will continue. According to Professor Kurihara: “This latter 
possibility agrees with Harrod’s notion of indefinite instability based on 
the assumption of constancy of technological coefficients and relative 
factor-price movements.” 3 

In the contrary case of capital growing faster than population growth, 
i.e., &K/K>AN/N, equilibrium to the path of ‘golden age’ can be 
brought about by technological changes such as a change in the 
capital-labour ratio or in labour productivity and by shifting the whole 
production function upward so that as capital accumulates, the need for 
labour also increases. Mrs Robinson, however, says that the “mecha- 
nism by which the rate of accumulation is adjusted to the rate of 
increase in the supply of labour is more reliable when what is required is 
a reduction in the rate of accumulation than when a rise is required; it is 
only too easy for a surplus of labour to grow, relatively to the stock of 
capital, while investment fails to increase and the economy sinks into 
stagnation; whereas entrepreneurs will not accumulate and maintain 
redundant capital, so that when the rate of capital is too high (relatively 
to the labour force) one way or another it is certain to be cut down.” 4 

According to Mrs Robinson, an economy is in a golden age when the 
potential growth ratio is being realized. The potential growth ratio 
“represents the highest rate of capital accumulation that can be 
permanently maintained at a constant rate of profit. This potential 


3 K. Kurihara. op. cit,, p. 77. 

*Op. at., p. 78. 
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growth ratio is 


S^stasciS 

J es ^TS?-^ ,H S,a ' C ° f s,a S na t' ori Slam anil the economy 
o!f *? P a<h of the S° We " a sc. The golden age is not an ideal A 
noJb Zfr. raU ° " ak£S “ neW « olden a S' l»»bte. An increase in 
f . , ™ 0 neces sitates a nse in the proportion of productive capacity 
and a fall in consumption. Contrariwise, a fall in the growth ratio leads 
eimer to unemployment or to increased consumption. A static state is 
however, a special case of a golden age where the growth ratio is zero,' 
me profit rate « also zero and wages absorb the enitre net output of 
industry. Joan Robinson calls this “the state of economic bliss,’ since 
consumption is at the maximum level which can be permanently 
maintained in the given technical conditions." 5 
„ far as technical progress is concerned, it is neutral in the sense 
that the value of capita! in terms of wage units per man employed does 
not alter appreciably when accumulation is going on at such a pace as to 
Jeep the rate of profit constant." But the rate of technical progress 
depends upon demand and supply of labour. When firms fail to take 
advantage of the profitable markets expanding around them, they try to 
adopt labour-saving devices. This is because the rate of technical 
progress is defined as the nse in output per head, assuming zero growth 
fate of population. However, technical progress continues even when 
Mere is massive unemployment. Joan Robinson points out that the 
growth of knowledge may lead to ‘autonomous innovations,’ competi- 
tion among firms may lead to ‘competitive innovations,' and the scarcity 
of labour may lead to ‘induced innovations.’ For the purpose of the 
tnodel, the desired rate of growth may fall short of the possible rate of 
growth due to competitive and autonomous innovations 
The desired growth rate is the rate of accumulation which makes the 
firms satisfied with the situation in which they find themselves The 
desired growth rate is determined by the rate of profit caused by the rate 
of accumulation, and the rate of accumulation induced by that rate of 
profit. J. Robinson uses the following Fig 28 2 to explain it The curve 
A represents the expected rate of profit as a function of the rate of 
accumulation. The curve / represents the rate of accumulation as a 
function of the rate of profit. In a situation to the right of the point D. 

, . 
to t he Harrodian terminology, it b a state in which the nstuul. the actual • 
warranted rates of growth are all equal. 
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Rate of Accumulation 


the expected rate of profit is less than 
the rate of accumulation. Any further 
investment is not likely to be profitable 
and the rate of accumulation will fall. 
Between the points S and D, the rate 
of accumulation is less than the ex- 
pected rate of profit. Therefore, there 
will' be tendency to increase invest- 
ments and the rate of accumulation 
will rise to point D. Thus the point 
D represents the desired growth rate. 


FIG. 28.2 

On the other hand, the possible growth rate depends upon the 
physical conditions resulting from the growth of population and 
technical knowledge. 

When the desired growth rate equals the possible growth rate at near 
full employment, the economy is in a golden age. The real wage rate is 
rising with increasing output per head due to technical progress. But the 
rate of profit on capital remains constant. And techniques of production 
appropriate to the rate Of profit are chosen. This is the golden age which 
Joan Robinson visualises. 


A Critical Appraisal 

Mrs Robinson’s model is an elaboration of Harrod’s growth model. 
The possible growth rate is Harrod’s natural growth rate. In the 
golden age, the actual (G) and the natural growth (Gn) rates are equal 
to each other and the warranted growth rate (Gw) confirms to them. 
Both postulate neutral technical conditions and a constant saving ratio. 
However, Joan Robinson’s theory of capital accumulation depends on 
the profit-wage relation and on labour productivity. Harrod’s theory on 
the contrary depends on saving-income ratio and on capital producti- 
vity. The former stresses the importance of labour in capital accumula- 
tion while the latter that of capital. 

Commenting on Mrs Robinson’s model; Professor Kurihara opines 
that “J. Robinson’s chief- contribution to post-Keynesian growth 
economics seems to be that she has integrated classical value and 
distribution theory and modern Keynesian saving-investment theory 
into one coherent system.” But it “is not capable of being modified so as 
to introduce fiscal-monetary policy parameters — unless labour produc- 
tivity, the wage rate, the profit rate and the capital-labour ratio could be 
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regarded as objects of practical policy— as they might be so regarded in 
a completely planned economy.” 6 

Despite these merits, it has the following weaknesses: 

“Joan Robinson’s discussion of capital growth has the subtle effect of 
discrediting the whole idea of leaving so important a problem as 
economic growth to the capitalist rules of the game, for her model of 
laissez-faire growth demonstrates how precarious and insecure it is to 
entrust to private profit-makers the paramount task of achieving the 
stable growth of an economy consistent with the needs of a growing 
population and the possibility of advancing technology.’’ 7 

Joan Robinson’s model is based on the assumption of a closed 
economy. But this is an unrealistic assumption because capitalist 
countries are open rather than closed economies in which foreign trade 
plays a crucial role in accelerating the growth rate. 

This model assumes institutional factors as given. But the role of 
institutional factors as one of the determinants of economic^rowth 
cannot be neglected in any model. The development of an economy to a 
considerable extent depends on social, cultural and institutional 
changes. 

This model is based on the unrealistic assumption of constant price 
level. When an economy moves on the path to progress, investment has 
to be increased continuously which tends to raise the demand for factors 
but their supply cannot be increased to match the demand This leads to 
rise in prices. Thus pnee rise is inevitable with growth. 

Mrs Robinson assumes that capital and labour are employed in fixed 
proportions to produce a given output. This is an unrealistic assumption 
because in a dynamic economy there are no fixed coefficients of 
production. Rather, substitutability between capital and labour takes 
place through time, the degree of substitutability being dependent upon 
the nature of technological changes. 


Its Applicability to Underdeveloped Countries , 

Robinson’s model has the following merits for underdeveloped 
countries, , , . . 

Joan Robinson, in her theory, studies the problem of population and 
its effect on the rate of capital accumulation. There is a golden ag 
which any country can achieve through planned economic development. 

An underdeveloped economy faces the problem o t e ra 
population growth being faster than that of capital gr° .**' 
&N/N> AK/K, as posed by Joan Robinson. It reveals the tendency oi 
progressive underemployment in such economies. 


*K. Kunhara. 
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The “potential growth ratio” is crucial to J. Robinson’s theory of 
economic growth. The- golden age depends on the growth ratio. The 
task of planning becomes easier if the potential growth ratio of an 
economy is calculated for the planning period on the basis of the growth 
rate of labour force and of output per head. 

In an underdeveloped economy the rate of capital accumulation is 
always less than its potential growth ratio, that is why it is backward and 
possesses surplus of labour force. It, therefore, rests with the planning 
authority to increase the rate of accumulation to the level of the growth 
ratio for the economy. An underdeveloped country cannot, however, 
match the two by following the ‘capitalist rules of the game.’ On the 
contrary, it devolves on the planning authority to take the initiative in 
controlling and regulating not only.private investment but also public 
investment in such economies. 

Thus it is not possible to use the concept of the ‘golden age’ in solving 
the problems of under development, for the unchanging continuity 
required for the golden age is not present in a developing economy. 



Chapter 29 

MEADE’S NEO-CLASSICAL MODEL OF 
ECONOMIC GROWTH 


Professor J.E. Meade has constructed a neo-classical model of economic 
growth which “is designed to show the way in which the simplest form of 
economic system would behave during a process of equilibrium 
growth.’’ 1 

Assumptions. Meade constructs his model around the following 
assumptions: 

(i) There is a laissez-faire closed economy where there is perfect 
competition. 

(ii) There are constant returns to scale. 

(iii) Two commodities— consumption goods and capital goods— are 
produced in the economy. 

(iv) Machines are the only form of capital in the economy 

(v) All machines are assumed to be alike. 

(vi) It is assumed that there is a constant money price of consumption 


(viij There is full use of land and labour. 

(viii) The ratio of labour to machinery can be changed both in the 
short and the long run. Meade calls this the assumption of perfect 
malleability of machinery. . 

(a) It is further assumed that there is perfect substitutability m 
production between capital goods and consumption goods. 

(x) There is the assumption of depreciation by evaporation, that is, 
each year some percentage of machines wears out w ic req i 

"The'lSl. In the economy visualised above, the net output produced 
depends upon four factors: 

(i) the net stock of capital available in the form o! machines, 
00 the a'mount of available labour force; 

(iii) the availability of land and natural resources; and 

(iv) the state of technical knowledge which conunucs t P ^ 
through time. This relationship is expressed in 

production function as, 


'1 E. Meade. A Kco-Cttaa! mcorj °< Economic 0ro "“’ mL 
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Y-F(K,L,N,t) 

where Y is net output or net national income, K the existing stock of 
capital (machines), L the labour force, N land and natural resources and 
t is time, signifying technical progress. 

Assuming the amount of land or natural resources to be fixed, net 
output can increase in any one year with the growth in K, L, and t. This 
relationship is shown as 

AY=VAK+ WAL + AY' 

f 

where A in each case represents an increase, V is the marginal product 
of capital, lYthe marginal product of labour and Y’ is used in place of t. 
Thus “the increase over the year in the rate of annual net output (A Y) 
is equal to the increase in the stock of machinery (A K) multiplied by its 
marginal products (V) plus the increase in the amount of labour ( AL ) 
multiplied by its marginal product (W) plus the increase in the rate of 
annual output due simply to technical progress (AY0-” The annual 
proportionate growth rate of output is 

A Y _ VK AK + \VL AL A Y' . 

Y Y K Y ’ L + Y 

where AY/Y is the proportionate growth rate of output, AK/K the 
proportionate growth rate of the stock of capital, AUL the proportion- 
ate growth rate of labour force and A Y'fY the proportionate growth 
rate of technical progress during a year. 

Let these proportionate growth rates be expressed as y, k, 1 and r 
respectively, the proportionate marginal product of capital VKJY as U 
and the proportional marginal product of labour WL/Y as Q. * Now the 
basic relationship is 

y=Uk+Ql+r 

This shows that the growth rate of output (y) is the weighted sum of 
three other growth rates, first the sum of the growth rate in the stock of 
capital (k) weighted by the proportional marginal product of capital (U) 
plus the growth rate of population (I) weighted by the marginal product 
of labour (Q) plus the growth rate of technology (r). 

But the real index of the growth of the economy is the growth rate of 
real income per head rather than the growth rate of income (y). If, for 
example, total income (y) rises by 10 per cent per annum and population 
(/) by S per cent, income per head (y—J) will rise by about 2 per cent per 

'VK/Y represents the proportion of the net national income being paid as profits to the 
owners of machines, while \VUY is the proportion of income going to the labour force as 
wages. 
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annum. The growth rate of real income per head is 
y-!~UK+Q/+r~l 
=UK—!+Ql+r 
=UK-(\-Q)l+r 

The equation reveals that the growth rate of real income per head is 
raised in two ways: first, by an increase in the rate of real capital (k) 
weighted by its proportional marginal product (l/); and second, by an 
increase in the rate of technical progress (r). On the other hand, it is 
depressed by the growth rate of population (/) weighted by one minus 
the proportional marginal product of labour (I-Q). This part of the 
equation, i.e., I” ((1-Q)/) shows the tendency for diminishing returns as 
the quantity of labour is increased on a given amount of land and 
capital. 

One of the important factors contributing to the growth rate of output 
is the annual rate of capital accumulation in the economy. This fact is 
implied in the element Uk. U=VKZY, and k^AK/K, but AK, the 
addition to the stock of capital is equal to the savings out of the net 
national income. Therefore AK=SY, and k- AK/K=SY/K where SY 
represents the amount annually added to the stock of capital through 
savings.* 

Hence Uk= VK/YxS Y/K = VS. * * and the basic growth relationship 
can be expressed as 

y-$=vs-0-Q)I+r ' 

. Having examined the main factors determining the growth rate of real 
income per head. Professor Meade discusses the conditions which may 
lead to changes in the rate of economic growth over time. Assuming I 
and r to be given and constant, changes in growth rate would be 
determined by the behaviour of V, S, and Q over time. If there is no 
change in population (/) and technical progress (r), an increase in the 
rate of savings (5) would raise capital per head and bring a decline in the 
marginal product of capital (V). This decline in Vwill, howeser, be less 
if it is possible to substitute capital for land and labour And if technical 
progress takes place, V will tend to rise instead of declining But the 
amount of land and labour being fixed in the economy, more capital per 
head will be used and at the same time technical progress will tend to 


*S Is the propensity lo save and not absolute savings 
"'Professor Meade explains this point with certain numerical examples If V, d* 
marginal product of capital (rate of profit) is S per cent per annum and S. savings arc IT® 
of the national income, then the contribution of capital accumulation to the growth rate 
output would be 5x1/10*1/2 per cent per annum. See. op of , pp lb-,17 for * v ‘. 
solutions N 
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raise V. Under these conditions, the rate of growth of income per head 
over time would rise which in turn would tend to raise S. There will be a 
tendency for Sto rise still further due to a change in income distribution 
towardslarger profits caused by the above-mentioned factors. We may 
conclude that with a constant population (7=0), real income per head 
depends upon the rate of capital accumulation (VS) and technical 
progress (r). The equation is 


Since 


y -l = VS-{l-Q) I +r 
1=0 Y=VS+r 


If the rate of technical progress along with population growth is assumed 
to be constant, the growth rate in income per head will vary directly with 

VS. 

The effect of technical 
progress on total nation- 
al output (income) is 
shown in Fig. 29.1. The 
total stock of machinery 
(capital) is represented 
on the horizontal axis 
and the total annual out- 
put on the vertical aids. 
OFj is the production 
function which shows 
the quantity of output, 
produced in year 1 with 
the given quantity of 
fig. 29.1 machinery when the 

technical knowledge is given. If in year 1 the quantity' of machinery is 
OK the production in that year will be KA. The slope of the curve at 
point A shows the marginal productivity’ of machinery which declines as 



we move towards the right along the curve. This is because like other 
factors the law of diminishing returns applies on machinery'. Thus the 
marginal product of machinery at point C will be less than at point A. In 
year 2, the new production function becomes OF 2 due to technical 
progress. As a result, production increases from KA to KB by using the 
same machinery OK. Similarly’, by the use of OK } machinery the 
production increases from K 3 C in year 1 to K X D in year 2. Thus 
technical progress leads to the increase of total annual output. 

The State of Steady Growth. Further Professor Meade examines the 


conditions of the state of steady economic growth. It is a state in w’hich 
the growth rate in total output (income) is constant and so is the growth 
rate in income per head. It is assumed that population is erow’ing at a 
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constant proportionate rate (l) and the r3te of technical progress does 
not change. 

The state of steady economic growth requires the existence of the 
following three conditions to ensure a constant growth rate in total 
income: 

(a) All elasticities of substitution between the various factors are 
equal to unity. 

( b ) Technical progress is neutral towards all factors. 

(c) The proportions of profits saved, of wages saved, and of rent 
saved are all constant. 

Conditions (a) and ( b ) mean that the proportions of the national 
income going to profits (U), wages (0) and rents (Z) remain constant 
So do the proportions of national income saved out of these remunera- 
tions of factors remain constant as per condition (c) Let these savings 
out of profits (£/), wages (Q) and rents (Z) be represented by Sc, Sw 
ant) Sg respectively, so that total savings S~SvU+S\\Q+SgZ Since all 
the elements in this equation are constant vide conditions, (a), (h) and 
(c), it follows that the ratio of total savings to total national income <S) 
Ml} also be constant. 

The growth rate of income is represented by the basic relationship 
y=(/X'+Q/ f r wherein U, O, l, and r arc assumed to be constant 
Therefore, for y to be constant (as required by the state of stead v 
economic growth), A shouJd be constant. We know that k=S) k hotels 
constant as seen in the preceding para So A will be constant » * 

constant, Y/K will be constant if the rate of growth of 1 ^ * ,s ^ 
same which implies the equality of y and k itself, / c Thti nus 
conclusion follows that the growth rate of income will be con * 
growth rate of capital stock (A) is equal to the growth rate 11 


income (y). ^ 

Critical Growth Rate. The equilibrium position ul urn - 
upon the rate of accumulation of the capital stock Accor— r.^- 
Ihcre is a critical growth rate of the capital stocky * ' : ~ 

growth rate of income equal to the growth rate of ^ 

or less growth rate in the capital stock than thx> * 

*81 not bring about the equality of y and A h*- — 
growth rate' then the basic relationship ^ 


oepends 

ues the 
Anrrr 


or 


a—Ua+Q~' 


a = 


Q~ {1 


This can be proved with a nuiflenot c — — ^ - 
**1 per cent, £/*»’/» then 
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greater than k, i,e., BE>CE. As a consequent, k will start rising till 
point F on the X-axis is reached w hich brings about the equality off and 
k (the 45° line) at H. This represents the state of steady economic 
growth where the critical growth rate brings )~k. 


The “critical growth rate" can also be derived from this diagram. 
y**Uk+Ql+T 

HF=GF.HF+ GH [\ ' Q\+r= GUI 

HF-Gf.HF=GH 

HF(1 ~GF)~GH 


or 


or 


HF= 


GH 

(l—GF) 


OF= 


GH 
1 -GF 


Qt+r 

o-i 0 * 


( . HF=OF] 


A Critical Appraisal 

Professor Meade’s neo-classical model has been severely criticised 
due to its unrealistic assumptions. 

This model is steeped in the classical tradition of a perfectly 
competitive economy where all production units arc assumed indepen- 
dent of each other. But these are unrealistic assumptions for neither ts 
there perfect competition nor are the production units independent of 
each other. 

The assumption of the neo-classical theory that there are only 
constant returns to scale is also defective. The fact is that there are 
increasing returns to scale rather than constant returns in the growth 
process. 

Mrs Robinson calls Meade's model pseudo-causal because it merely 
states that monetary policy keeps the prices of consumption goods 
constant, while money wage rates ensure full employment. 

Another serious defect of the neo-classical model stems from the 
assumptions that all machines are alike and there is perfect malleability 
of machines. The latter implies that the ratio of labour to machinery can 


y- l Jl+Qi+r 

- <V« * 2®/j) + (V, x2) + l 
-2 s /*. 

Tha « the value %hxh y *nd * »tH hjvr in the *tate of «e*d? eecnowuc fn—t 

Meatfe. op af., pp 33-14. 


f:* 
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be changed both in the short and long run. But this is unrealistic because 
the ratio of labour to machinery cannot be changed in the short run. 
Thus Meade sidetracks the problem of foresight by assuming perfect 
malleability“of machines and depreciation by evaporation. This makes 
his model impracticable. 

According to Prof. Butterick, there is no place for uncertainty in 
Meade’s model. The interrelations of ail variables have been regarded 
as certain. This detracts from the practicability of the model and it 
simply remains a theoretical analysis. ' 

Like the Harrod-Domar and Joan Robinson models, Meade’s model 
is based on the assumption of a closed laissez-faire economy. But this is 
an unrealistic assumption which neglects the importance of foreign trade 
in economic development. 

Another serious defect of this model is that it completely neglects the 
role of institutional factors in the development process. Meade forgets 
that social, cultural, political and institutional factors play an important 
part in economic growth. In the absence of these factors his model 
simply becomes the Robinson Crusoe model. 

Despite these defects, the Meade model has the chief merit of 
demonstrating the influences of population growth, capital accumula- 
tion and technical progress on the growth rate of national income and 
per capita real income over time. Further, the state of steady growth is 
indeed Mrs Robinson’s Golden Age explained in a more realistic 
manner by studying the behaviour of those variables which she assumes 
as constants. 


- 1 ’ 



Chapter 30 

THE SOLOW MODEL OF LONG-RUN GROWTH 


Professor R M Solow* builds his model of economic growth as an 
alternative to the Harrod-Domar line of thought without its crucial 
assumption of fixed proportions in production. Solow postulates a 
continuous production function linking output to the inputs of capital 
and labour which are substitutable. 

Assumptions. Solow builds his model around the following assump- 
tions: 

(1) One composite commodity is produced 

(2) Output is regarded as net output after making allowance for the 
depreciation of capital. 

(3) There are constant returns to scale In other words, the 
production function is homogeneous of the first degree 

(4) The two factors of production— labour and capital— arc paid 
according to their marginal physical productivities 

(5) Prices and wages are flexible. 

(6) There is perpetual full employment of labour 

(7) There is also full employment of the available stock of capital. 

(8) Labour and capital are substitutable for each other 

(9) There is neutral technical progress 

(JO) The saving ratio is constant. 

Given these assumptions. Solow shows in his model that with variable 
technical coefficient there would be a tendency for capital -labour ratio 
to adjust itself through time m the direction of equilibrium ratio If the 
initial ratio of capital to labour is more, capital 3nd output would grow 
more slowly than labour force and vice versa Solow ‘s analysts is 
convergent to equilibrium path (steady state) to start with any 
capital-labour ratio 

Solow takes output as a whole, the only commodity, in the economy 
Its annual rate' of production is designated as Y(t) which represents the 
real income of the community, part of it is consumed and the rest is 
saved and invested. That which is saved is a constant s. and the rate of 
saving is s V(t). K(t) is the stock of capital. Thus net investment is the 
rate of increase of this stock of capital, / c.. dk/dt or K. So the basic 


'"A Contribution to -the Theory of Economic Growth.” O/r, Vot 70. 1956. pp 
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be changed both in the short and long run. But this is unrealistic becam 
the ratio of labour to machinery cannot be changed in the short rui 
Thus Meade sidetracks the problem of foresight by assuming perfec 
malleability of machines and depreciation by evaporation. This make' 
his model impracticable. 

According to Prof. Butterick, there is no place for uncertainty ii 
Meade’s model. The interrelations of all variables have been regardet, 
as certain. This detracts from the practicability of the model and ii 
simply remains a theoretical analysis. 

Like the Harrod-Domar and Joan Robinson models, Meade’s model 
is based on the assumption of a closed laissez-faire economy. But this is 
an unrealistic assumption which neglects the importance of foreign trade 
in economic development. 

Another serious defect of this model is that it completely neglects the 
role of institutional factors in the development process. Meade forgets 
that social, cultural, political and institutional factors play an important 
part in economic growth. In the absence of these factors his model 
simply becomes the Robinson Crusoe model. 

Despite these defects, the Meade model has the chief merit of 
demonstrating the influences of population growth, capital accumula- 
tion and technical progress on the growth rate of national income and 
per capita real income over time. Further, the state of steady growth is 
indeed Mrs Robinson’s Golden Age explained in a more realistic 
manner by studying the behaviour of those variables which she assumes 
as constants. 



Chapter 30 

THE SOLOW MODEL OF LONG-RUN GROWTH 


Professor R.M. Solow 1 builds his model of economic growth as an 
alternative to the Harrod-Domar line of thought without its crucial 
assumption of fixed proportions in production. Solow postulates a 
continuous production function linking output to the inputs of capital 
and labour which are substitutable. 

Assumptions. Solow builds his model around the following assump- 
tions: 

(1) One composite commodity is produced. 

(2) Output is regarded as net output after making allowance for the 
depredation of capital. 

(3) There are constant returns to scale. In other words, the 
production function is homogeneous of the first degree 

(4) The two factors of production — labour and capital— arc paid 
according to their marginal physical productivities. 

(5) Prices and wages are flexible. 

(6) There is perpetual full employment of labour. 

(7) There is also full employment of the available stock of capital 

(8) Labour and capita! are substitutable for each other 

(9) There is neutral technical progress 

(10) The saving ratio is constant. 

Given these assumptions, Solow shows in his model that with variable 
technical coefficient there would be a tendency for capital-labour ratio 
to adjust itself through time in the direction of equilibrium ratio If the 
initial ratio of capital jo labour is more, capital and output would grow 
more slowly than labour force and vice versa Solow's analysis is 
convergent to equilibrium path (steady state) to start with any 
capital-labour ratio. 

Solow takes output as a whole, the only commodity, in the economy. 
Its annual rate of production is designated as Y(t) which represents the 
real income of the community, part of it is consumed and the rest is 
sa . and invested. That which is saved is a constant s, and the rate of 
raving is s Y(t). K(t) is the stock of capital. Thus net investment is the 
rate of increase of this stock of capital, i.e. f dk/dt or K , So the basic 


‘A Comnbution 


wibe Theory of Economic Growth," O/E, Vol 70, 1956. pp 65-94. 
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identity is 

K=sY -(I) 

Since output is produced with capital and labour, technological 
possibilities are represented by the production function 

Y=F(K, L) -(2) 

✓ 

that shows constant returns to scale. 

Inserting equation (2) in (1), we have 

K=sF(K, L). -(3) 

In equation (3), L represents total employment. 

Since population is growing exogenously, the labour force increases at 
a constant relative rate n. Thus 

L(t)—L oe nt ■ ...(4) 

Solow regards n as Harrod’s natural rate of growth in the absence of 
technological change; and L(t) as the available supply of labour at time 
(f). The right hand side of equation (4) shows the compound rate of the 
growth of labour force from period o to period t. Alternatively equation 
(4) can be regarded as a supply curve of labour. “It says that the 
exponentially growing labour force is offered for employment complete- 
ly inelastically. The labour supply curve is a vertical line, which shifts to 
the right in time as the labour force grows according to (4). Then the 
real wage rate adjusts so that all available labour is employed, and the 
marginal productivity equation determines the wage rate which will 
actually rule.” 

By inserting equation (4) in (3), Solow gives basic equation 

K = sF(K, L oc nt ) ...(5) 

He regards this basic equation as determining the time path of capital 
accumulation, K, that must be followed if all available labour is to be 
fully employed. It provides the time profile of the community’s capital 
stock which will fully employ the available labour. Once the time paths 
of capital stock and of the labour force are known, the corresponding 
time path of real output can be computed from the production function. 

Professor Solow sums up the growth process thus: “At any moment of 
time the available labour supply is given by equation (4) and the 
available stock of capital is also a datum. Since the real return to factors 
will adjust to bring about full employment of labour and capital we can 
use the production function of equation (2) to find the current rate of 
output. Then the propensity to save tells us how much of net output will 
be saved and invested. Hence we know the net accumulation of capital 
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during the current period. Added to the already accumulated stock this 
gives the capital available for the next period, and the whole process can 
be repeated.” 

Possible Growth Patterns. In order to find out if there is always a 
capital accumulation path consistent with any rate of growth of the 
labour force towards steady state, Professor Solow introduces his 
fundamental equation 2 

r~sF(r, 1 )~nr . .(6) 


In this equation r is the ratio of capital to labour (K/L), n is the 
relative rate of change of the labour force ( L/L ). The function sF(r, 1) 
represents output per 
worker as a function of 
capital per worker. In other 
words, it is the total pro- 
duct curve as varying 
amounts r of capital are 
employed with one unit of 
labour. The equation (6) 
itself states that the rate of 
change of capital-labour 
ratio (r) is the difference of 
two terms, one represent- 
ing the increment of capital 
fsFfr. 1)] and the other TJC30I 

increment of labour (nr) 

Solow illustrates dia- 
grammatical!)’ possible growth patterns based on his fundamental 
equation (6). 

In Fig. 30.1, the ray through the origin is the function nr The other 
curve represents the function sF(r. 1) It so drawn as n> show 
diminishing marginal productivity of capital At the point of intersection 



J W’c arme at the fundamental equation ihus 
Equation (5) helps to stud) ihe behaviour of the capital-labour ratio 
he introduces a re* variable t for the capital-labour ratio ihuv r-k 
stituiwg (4) into this expression. t*e have 


Ik I i to do this 
1 sir k - rl Sub- 




Difleirmutm, »,th inspect to lime to f rl .it equation lot the r.u ..I ih.ngc ol cipo' 
Slock. The product rule ol demates fives us 




t*t 
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of the two curves nr=sF(r, 1), and r=0. Then r=r'. When f=0, the 
capital-labour ratio is a constant and the capital stock must expand at 
the same rate as the labour force, i.e., n. Once the capital-labour ratio r' 
is established, it will be maintained, and capital and labour will grow in 
proportion. Assuming constant returns to scale, real output will also 
grow at the same relative rate n, and output per head of labour force will 
be constant. At r' there will be the balanced growth equilibrium. 

What will be the behaviour of the capital-labour ratio if there is a 
divergence between r' and r. If r lies to the right of r' or r>r' then 
nr>sF(r, 1), and r will decrease toward r'. On the contrary, if r lies to 
the left of r' or r<r', nr<sF(r , 1), and r will increase toward r'. Thus the 
equilibrium value r' is stable. “Whatever the initial value of the 
capital-labour ratio, the system will develop toward a state of balanced 
growth at the natural rate. ... If the initial capital stock is below the 
equilibrium ratio, capital and output will grow at a faster pace than the 
labour force until the equilibrium ratio is approached. If the initial ratio 
is above the equilibrium value, capital and output will grow more slowly 
than the labour force. The growth of output is always intermediate 
between those of labour and capital.” 

But the strong stability shown in theabove figure is not inevitable. It 
depends on the shape of the productivity curve sF(r, 1). In Fig. 30.2 the 
productivity curve sF(r, 1) intersects the ray curve nr at three points r,, 
r 2 and r 3 . But r x and r 3 are stable equilibrium positions because the total 
productivity curve sF(r, 1) is above nr but at r 2 it is below nr. Therefore. 
r 2 is an unstable equilibrium position. “Depending on the initial 


K = rL oc n '+nrL oc nr 

— (r+nr)L CK . n! (By taking L ^."' as common) 

Substituting (5) into it, we have 

(r +nr)L oe ”'-sF( K. L„ nt ) 

This tells us how capital is growing assuming that labour is fully employed and a frac- 
tion, s, of full employment output is saved in each period. 

Assuming constant returns to scale which means that the production function is homo- 
geneous of degree 1 we divide and multiply the above relation by L oc t " to get 

(r+nri^sF^-—, 

Taking nr to R.H.S., 

) - "V 

Finally, writing r for the capital-labour ratio— L we get the Solow fundamental 
equation (6) Toe . 

r=sF(r, l)-nr 
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of the two curves nr=sF(r, 1), and r=0. Then r=r'. When r=0, the 
capital-labour ratio is a constant and the capital stock must expand at 
the same rate as the labour force, i.e., n. Once the capital-labour ratio r' 
is established, it will be maintained, and capital and labour will grow in 
proportion. Assuming constant returns to scale, real output will also 
grow at the same relative rate n, and output per head of labour force will 
be constant. At r' there will be the balanced growth equilibrium. 

What will be the behaviour of the capital-labour ratio if there is a 
divergence between r' and r. If r lies to the right of r' or r>r' then 
nr>sF(r, 1). and rwill decrease toward r'. On the contrary, if rlies to 
the left of r' or r<r', nr<sF(r, 1), and rwill increase toward r'. Thus the 
equilibrium value r' is stable. “Whatever the initial value of the 
capital-labour ratio, the system will develop toward a state of balanced 
growth at the natural rate. ... If the initial capital stock is below the 
equilibrium ratio, .capital and output will grow at a faster pace than the 
labour force until the equilibrium ratio is approached. If the initial ratio 
is above the equilibrium value, capital and output will grow more slowly 
than the labour force. The growth of output is always intermediate 
between those of labour and capital.” 

But the strong stability shown in theabove figure is not inevitable. It 
depends on the shape of the productivity curve sF(r. 1). In Fig. 30.2 the 
productivity curve sF(r, 1) intersects the ray curve nr at three points r,, 
r 2 and r 2 . But and r 3 are stable equilibrium positions because the total 
productivity curve sF(r, I) is above nr but at r 2 it is below nr. Therefore. 
r 2 is an unstable equilibrium position. “Depending on the initial 


K = rl^'"+nrL x m 

= (. r+nrJL^ m (By taking I w , n< as common) 

Substituting (5) into it, we have 

C r +nr)L oc n '=sF(K, C, K "’) 

This tells us how capital is growing assuming that labour is fully employed and a frac- 
tion, s, of full employment output is saved in each period. 

Assuming constant returns to scale which means that the production function is homo- 
geneous of degree 1 we divide and multiply the above relation by L oc m to get 

(r+ nr) = sF f ~~— 1 \ 

Taking nr to R.H.S., '* 

?=sF (-6^ ) - nr 

Finally, wnting r for the capital-labour ratio _ — - we get the Solow fundamental 
equation (6) W , 

r=sF(r, l)-nr 
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observed capital-labour ratio, the system will develop either to balanced 
growth at capital-labour ratio r, or r,. In cither case labour supply, 
capital stock and real output will asymptomatically expand at rate n, but 
around r t there is less capital than around r>, hence the level of output 
per head wall be lower in the former case than in the latter. The relevant 
balanced growth equilibrium is at r, for an initial ratio anywhere 



between O and r». it is at r 3 for any initial ratio greater than r> The ratio 
r> is itself an equilibrium growth ratio, but an unstable one, any 
accidental disturbance will be magnified over lime Figure 30.2 has beeh 
drawn so that production is possible without capital, hence the origin is 
not an equilibrium ‘growth’ configuration ” 

Solow points out that Fig 30 2 docs not exhaust all possibilities He 
shows two more possibilities, 
as shown in Fig 30 3 The ray 
nr depicts the equilibrium 
growth path where the 
warranted and natural rates of 
growth arc equal The curve 
«/F'(r,l) which is abosc nr 
represents a highly productive 
sjstcm in which capital and 
income increase more rapidly 
than the labour supply. In this 
system, which is of perpetual 
full-emp!o\mcnt, income and 
saving increase so much that 
the capital-labour ratio in- 
creases hmillcssly. On the other hand, ihc curse S..r<r. 1 (depicts a highly ,, 




Chapter 31 

KALDOR’S MODEL OF GROWTH 


Professor Kaldor in his A Model of Economic Growth 1 follows the 
Harrodian dynamic approach and the Keynesian techniques of analysis. 
The other neo-classical models treat the causation of technical progress 
as completely exogenous, but Kaldor attempts “to provide a framework 
for relating the genesis of technical progress to capital accumulation.” 
Assumptions. The basic properties or assumptions of Kaldor’s model 


are as follows: 

1. It is based on the Keynesian full employment assumption in which 
the short-period supply of aggregate goods and services is inelastic and 
irresponsive to any increase in monetary demand. 

2. It assumes that technical progress depends on the rate of capital 
accumulation. For this, Kaldor postulates “the technical progress 

function” which is a joint product of 
two tendencies: growth of capital 
and growth of productivity. The 
capital-output ratio will depend 
upon the relation between the twcr. 
In Fig. 31.1 TT' is the technical 
progress function which is convex 
upwards but flattens out beyond a 
certain point, such as P in the 
figure, when capital per worker 
starts diminishing. The annual 
percentage growth in capital per 
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worker at time t is | measured horizontally and the annual per- 


1 

dO \ 

'Of 

dt ' 


measured 


vertically. At point P, the percentage rate of growth of capital and the 
percentage rate of output (income) are equal. The behaviour of the 
capital-output ratio will depend upon the flow of new ideas, as re- 


Economic Journal, Vol. 67, December 1957. Also in Essays on Stability and Growth, 
1960, pp. 258-300. 
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presented by the shape and position of the TT curve and the rate of 
capital accumulation. If the rate of capital accumulation is less than the 
point of equality of the growth of capital, and the growth of output, the 
capital-output ratio will be falling and there will be labour-saving inven- 
tions, and vice versa. If the rate of capital accumulation is less than OK 
or one happens to be to the left of P, output will be growing faster than 
capital, the rate of investment will be stepped and the rate of profit on 
new investment will increase. This will lead to a movement towards the 
right till point Pis reached. On the contrary, if one happens to be to the 
right of, capital will be growing faster than output, the rate of invest- 
ment will decline, so will the profit rate and a backward movement to- 
wards P will set in till the equilibrium point is reached. 

3. Income consists of wages and profits where wages comprise 
salaries and earnings of manual labour, and profits comprise incomes of 
entrepreneurs as well as property owners 

4. Total savings consist of savings out of wages and savings out of 
profits. 

. 5. It is assumed that the share of profits in total income is a function 
of investment, given the propensity to save out of profits 

6. All macro-economic concepts of income, wages, profits, capital, 
saving and investment used in the model are expressed at constant 
prices. 

7. Kaldor assumes an investment function which makes investment of 
any period partly a function of the change in output and partly of the 
change in the rate of profit on capital in the previous period 

8. Monetary policy plays a passive role in the model in that money 
wages may be rising faster than productivity or pan passu with producti- 
vity, or money wages may be constant. 

9. It is assumed that there are no effects of a change in the share of 
profits and wages, and of a change in interest rates on the choice of 
techniques adopted 

10. The choice of techniques is assumed to alter with the accumula- 
tion of capital and the progress of techniques in the capital goods 
making industries. 

Given these assumptions, the model operates under two stages; (a) 
constant working population, and ( b ) expanding population. In the 
former, the proportionate growth rate of total real income will be the 
same as the proportionate growth rate of output per head. In the latter, 
the proportionate change in total real income in the sum of the pro- 
portionate change in output per head and the proportionate change in 
the total working population. We discuss these two versions of the 
model below. 

(A) Constant Working Population. For the operation of the model. 
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:aldor postulates three functions: (i) the savings function, (h) the 
ivestment function, and (Hi) the technical progress function. The three 
mctions are explained in terms of linear equations as under: 

) Savings function 

S t = «P t +p(Y t -P,) ... (1) 

’here . l>=c>{3^0 

i equation (1), savings (S t ) consist of savings (<*) out of profits (P,) and 
ivings (P) out of wages (Y e — P t ) ' in period tt The inequalities 
>a>p^0 show that « and p lie between 0 and 1, and that « 
savings out of profits) is greater than p (savings out of wages) . 

ii) Investment function 

K t ==a' Y t _, fp'(-^-) Y t _j ... (2) 


I t-Kt+i—Kt 


... ( 2 . 1 ) 


^here , <x'>0 and P' > 0 

Equation (2) shows that the stock of capital (K,) at time t is a coefficient 
«' of the output of the previous period ( Y,_;) and a coefficient p' of 


p 

he rate of profit on capital of the period — Izl — multiplied by the 

X K t . t 

mtput • of the previous period (Y t _i). Equation 2.1 shows the 
nvestment function where investment in period t equals the stock of 
capital in the next period (K l+X ) minus the stock of capital in the current 
period (K,). The inequalities «' >0, and p' >0 reveal that the value of 
the coefficient and P' are greater than zero. 

(ill) Technical progress function 


where 


Y t+ i— Y, 

y, 


=a"+p" 


I, 


K t 


<*">0, and l>p">0 


• • ■ (3) 


Equation (3) shows that the rate of growth of income (and labour 
productivity) isan increasing function of the rate of net investment 
expressed as the proportion of the stock of capital (7 t /K,) in period t 
multiplied by the capital per head p” plus the coefficient of technical 
progress a". Here the value of the coefficient of technical progress is- 
greater than zero but .of capital per head lies between 0 and 1. 

Given these functions, if we start from a point of time, f=l, the 
existing stock of capital K x can be regarded as a datum, inherited from 
the past. Taking Y 0 and K 0 as the income and capital of the previous 
period, Y x can be taken as the given income which the fully employed 


Kaldor's Model of Growth 


269 


labour force (constant population) produces with the help of the capital 
stock Ki. 

The technical progress function as given by equation (3) shows the 
growth of income and capital from period r, onwards whereby the 
economy gradually moves from a short-period equilibrium to a long- 
period equilibrium of steady growth. Taking the identity S,=l ( , it is the 
level of profits w hich brings about the equality of sav ing and investment 
For a stable equilibrium path, the following condition should be 
fulfilled. 

(4) 

This implies that the growth rate of savings should be greater than that 
of investment for the stable equilibrium But this is only a necessary 
conditions. The sufficient conditions for the stable equilibrium path 
should be p < Y - w (5) 

* m . . (6) 

In fact, equations (5) and (6) are inequalities which act as constraints 
on the stability of the equilibrium path Equation (5) indicates that the 
level of profits (P,) should not exceed income minus wages (Vj-u) 
While equation (6) indicates that the rate of profit (P,/ V,) should be 
greater than the minimum margin of profits (m) so that the entrepre- 
neurs should continue to make further investments Equations (4). (5) 
and (6), imply that the equilibrium brought about by the equality of 
saving and investment through the mechanism of profits would not be a 
stable one However, the steady growth path would depend on the 
'technical dynamism' of the economy, i c . on the technical progress 
function, as given by the following condition 

0 = -~r ( 7 ) 


where G is the growth rate of output which is determined by the 
technical progress function, as given on the right of the equation 
This is illustrated in Figure 31 2 where the proportionate grow t h of capi- 
ta l|Kf+ 2 __£»_J, s mcasurct | horizontally and the proportionate growth of 

income ^ ~ 21 j vertically Point G as determined by the technical 

progress function TT 'and the 45° line is one of steady grow th where the 
proportionate growth of income equals the proportionate growth of capt- 
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tal. Starting from period u where 
the growth of output G] is greater 
than the growth of capital (/i/Kj), 
the rate of investment will in- 
crease in the subsequent period 
so as to make equal G 1 at 
A. This will, in turn, raise the 
growth of output in period t 2 to 
G 2 . The rate of investment will 
increase further to J3/K3 in 
period f 3 , so as to make I 3 /K 3 
equal G 2 at B. Similarly, the 
growth of output in subsequent 
periods will rise till point G is 
reached. This process will be re- 
inforced by changes in the rate of 
profit on capital \P : iK t ). An 
associated change in P x IK t will 
make the increase in IJK Z even greater. 

(B) Expanding Population. Leaving the assumption of constant 
working population, Kaldor studies the relation between growth in 
population and growth in income. Starting from the Malthusian 
contention that the growth rate of population is a function of the rate of 
increase of the means of subsistence, he assumes that: (a) “For any 
given fertility rate . . . the percentage rate of growth in population 
cannot exceed a certain minimum however real income is rising;” and 
(5) The rate of population growth will rise moderately as a function of 
the rate of growth of income over some interval of the latter before that 
maximum is reached.” 

Given these assumptions, the relation of population growth with the 
growth in income is expressed by Kaldor algebraically as under: 

I:=£: (gr^X) 

and 7,=X (g.3=X) 

w'here i is the percentage rate of growth of population, g, is the percent- 
age rate of growth of income, and X is the maximum rate of population 
growth. If g : <X and so is / : >X, the rate of growth of income and popu- 
lation will continue to rise till the growth rate of population equals X. 

This relation between population growth and income growth is 
represented in Fig. 31.3. where the proportionate rate of 

growth of population _L_ is measured verticallv and' 

X L ' dt ) 



Proportionate Growth of Capital 
FIG. 51-2 



Kaldor's Model of Growth 


271 


proportionate rate of growth of income' | . j is 

measured horizontally. OY is V dt 

the growth path of income. \ 

PLK is the curve of the growth 
rate of population. As the 
growth rate of income in- 
creases, the growth rate of 
population also rises till the X 
curve becomes horizontal as a 
level where the rate of growth 
of income ( OY) exceeds the 
former, as at point jE. In the 
long run, population would 
grow at its maximum rate indi- 
cated by Lx portion of the 
dotted population-growth rate curve This assumes that the shapeand 
position of the technical progress function, as given by the coefficients 
a" and p" in equation (3) are not affected by the changes in popula- 
tion. This implies that there are constant returns to scale, that is. “an in- 
crease in numbers, given the amount of capital per head, leaves output 
per head unaffected." 

But in an underdeveloped economy with a low capacity to absorb 
technical changes due to the scarcity of land and capital, the 
technical progress function will 
be lowered with the increase in 



1 do 



the growth rate of population. 
In this situation, the technical 
progress function will cut the 
capital axis positively as at A 
in Fig. 31.4. This implies 
that in order to maintain 
output per head at a cons- 
tant level, a certain percen- 
tage growth in capital per head 
will be required. We have 
— therefore two points of in- 
tersection P and P of the tech- 


no. 31 4 mcal P ro B r e$s function. Point 

P is of unstable equilibrium 
and point P of stable long-run 
equilibrium. If the rates of 
growth of income and capital continue to diminish in the economy, both 
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the output per head and capital per head may cease to grow. This may 
happen if the economy is to the left of point P'. If this situation persists, 
the technical progress function TT' may slip down as the dotted curve 
T'T'" in Fig. 31.4. In this situation, there will hot be any long-run 
equilibrium. Rather, there may be stagnation in the economy. 

The conclusion emerges from the above analysis that the growth in 
population will lead to long-run equilibrium growth in income depend- 
ing upon the relative strength of the following two factors: “(i) the 
maximum rate of population increase \ and (ii) the rate of technical 
progress, which causes a certain percentage increase in productivity, «" 
in equation (3) above, when both population and capital per head are 
held constant.” 

A Critical Appraisal 

Kaldor’s model is based on the Keynesian tools of analysis and 
follows Harrod’s dynamic approach in regarding the rates of change in 
income and capital as the dependent variables of the system. But his 
model is quite different from the Harrodian and other models. In 
Kaldor’s own words, his model is a ‘piece of economics that tries to 
show that the ultimate causal factor was not saving or capital 
accumulation, but ‘technical dynamism’ — the flow of new ideas and the 
readiness of the system to absorb them.” 

Moreover, the model explains not only the steady growth path of the 
economy but also certain features of the growth process which are not 
explicitly dealt with by the other neo-classical model builders. 

Again, the division of the model into two stages — constant popula- 
tion and expanding population — is an attempt to reconcile the 
Harrodian warranted and natural rates of growth by demonstrating the 
long-run tendency for the two to converge by mutual interaction. The 
expanding population version of the model is particularly useful in 
demonstrating the effect of population growth on the growth of income 
in underdeveloped countries. 

One of the highlights of Kaldor’s model is the introduction of the 
‘technical progress function’ in place of the usual production function. 
The technical progress function relates technical progress to growth of 
productivity and capital accumulation, while the usual, production 
function relates output per head to capital per head. Thus, the former is 
superior to the latter in that it brings in the role of income, wages, 
profits, capital, saving and investment. 

Further, the technical progress function can be equally applied to an 
underdeveloped economy, having low capacity to absorb technical 
change due to the scarcities of capital and other resources. In such 
countries, the technical progress function will be at a level much below 
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the usual TT'curve shown in Fig. 31.1. However, with new discoveries 
and the increase in the capacity of such economies to absorb technical 
changes, the technical progress function may rise gradually. Thus 
Kaldor’s growth model is more realistic than the earlier neo-classical 
models because it is equally applicable to developed as well as 
underdeveloped economies. 

Despite these virtues of the Kaldor model, it is not free from certain 
weaknesses. 

The Kaldor model does not explain the determination of the rate of 
growth of the economy, as has been explained in the Harrod-Domar 
models in terms of the volume of investment, saving-income ratio and 
the capital-output ratio. 

Unlike the Harrod-Domar models, this model does not give the 
reasons for stability or instability in the economic system. Rather, it 
analyses certain features of the growth process which emphasise 
‘convergence and stability.* 

But these drawbacks do not detract from the advance made by Kaldor 
in growth theory through this model which has been further elaborated 
and improved upon by him along with Mirrlees. 2 
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Chapter 32 

MODELS OF TECHNICAL CHANGE 


INTRODUCTION 

The Harrod-Domar analysis is based on the assumption of fixed 
coefficients in production and thus gives rise to the famous ‘knife-edge’ 
problem. The neo-classical models also treat technical progress exoge- 
nously. Kendrick, Kaldor, and Solow. among others, have been the 
most consistent critics of this approach who have tried to demonstrate 
the role of technological changes in the growth of an economy. Before 
discussing the models of technical change, we shall attempt the basis of 
these models as enshrined in the controversy over neutral and 
non-neutral technical change. 

NEUTRAL AND NON-NEUTRAL TECHNICAL CHANGE 

A technical change is said to be neutral when it is neither capital-saving 
nor labour-saving. On the contrary, non-neutral technical change is 
either capital-saving or labour-saving. In the literature on growth 
economics, the two important definitions, pertaining to neutral and 
non-neutral technical change are by Hicks and Harrod. 

Hicks Neutrality. According to Hicks. 1 an invention is said to be 
neutral when it raises the marginal productivities of labour and capital in 
the same proportion. In other words, a technical change is neutral if the 
ratio of the marginal product of capital to that of labour remains 
unchanged at a constant capital-labour ratio i. Hicks-neutral technical 
change is explained in Fig. 32.1 by comparing points on two different 
production functions. The vertical axis measures output per man 
qi-Q/L where O represents output and L labour inputs) and the 
horizontal axis the capital-labour ratio k(=K/L where K and L represent 
capital and labour inputs in physical units). OM measures the ratio 
between the marginal product of labour and capital. OF is the 
production function .before the technical change and OP x is the 
production function after the technical change. 

Taking the production function OP, the slope of the tangent A TWA 


‘The Theory of Wages, 2nd edn.. 1963. 
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measures the marginal product of capita! and OW measures the 
marginal product of labour. To prove that OAf measures the ratio 
between the marginal product of labour and capital, take the triangle 
0\VM. Since the slope of MW shows the marginal product of capital, 
say u, we can express tt as 


OW 

OM 


Hence OAf measures the ratio between the marginal product of 
labour (Oil) and the marginal product of capital (u). 

Hicks-neutral technical progress requires that if technical change 
shifts the production function upwards from OP to OP,, the ratios of the 
two marginal products must be 
the same on any vertical line 
from the X-axis, like KB, 
where it passes through the 
production functions at points 
A and B respectively • Again, 
for Hicks-neutral technical 
progress the condition is that 
the tangent (MB) on the higher 
production function (OP,) must 
originate from the point (Af) to 
the left of O, like the tangent 
before the technical change. In 
Fig. 32.1 the tangent AfB on the 
production function OP, origi- 
nates from Af, When both the 
tangents A/A and MB on the production functions OP and OP, 
originate from Af, only then the ratios between the marginal products of 
labour and capita! will be equal, i.e., the ratio between the marginal 

product of labour and capital after the technical progress,^d=^^the 

u, u 

ratio between the marginal product of labour and capital before the 
technical progress. Hence, the ratio between the marginal product of 
labour and capital is equal at points A and Bon the vertical line KB We 
may conclude that as a result of Hicks-neutral technical progress, the 
output per head rises by AB but the capital-labour ratio (It) remains 
constant at OK. Thus Hicks-neutral technical change with represents a 
shift in the aggregate production Q=F(K, L, t) can be expressed as 



Q=A(t)F(K. L). 
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3 ther hand, if the capital-output ratio falls with technical change at a 
constant rate of profit, then the technical change is capital-saving. 

Harrod neutrality is explained with the help of Fig. 32.4 where capital 
jer man ( k ) is measured along the X-axis and output per man (q) along 
he V-axis. OP is the production function before the technical change 
rnd OPi is the production function after the technical change. The 
:apital-output ratio at point A on the production function OP is 
OK,!OY, and at point B on the production function OP, is OKJOY 2 
Since the ray OR passes through both the points A and B, the 
capital-output ratios at these points are equal, i.c., OK,/OY, = OK 2 f 
OY 2 . ~ 

Harrod-neutrality also requires that the rate of profit must remain 
constant along with a constant capital-output ratio after technical 
progress. This means that the marginal productivity of capital (or rate of 
profit) must be the same at points A and B on the production functions 
OP and OP, respectively. This, in turn, requires that the slope of the 

production function OP at 
point A must equal the 
slope of the production 
function OP, at point B. In 
other words, it means that 
the tangents at A and B 
must be parallel to each 
other. In the figure, the 
tangent TG at point A is 
parallel to the tangent T,G, 
at B. Thus Harrod-ncutral 
technical change, as shown 



duction function OP up- 
wards to OP,, depicts the 
equality of the capital- 
output ratio at A and B as represented by the ray OR passing through 
them, and also the equality of the slopes of the tangents at A and B 
thereby showing a constant rate of profit. We draw certain implications 
of the Harrod neutrality. Harrod’s definition of neutral technical 
progress is superior to that of Hicks because it is applicable to a dynamic 
situation rather than to a static situation. As such, it forms an important 
part of the theory of economic growth because it uses the concept of the 
capital-output ratio which is indispensable in modern growth analysis. 
Assuming constant returns to scale, changes in the capiujl-output ratios 
can come about only through technical changes. 

Moreover, in Harrod-neutral technical change there is no direct 
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reference to labour because it is entirely based on the relationship 
between capital and output. Still, capital-labour ratio and output-labour 
ratio may change without technical progress. But with a constant 
capital-output ratio, Harrod-neutral technical progress will not by itself 
change the capital-labour ratio. However, a Harrod-neutral innovation 
may raise the productivity of all types of labour engaged in making and 
operating machines in exactly the same proportion as the output from 
these machines. In other words, it means that under Harrod neutrality 
the rise in the output per machine would be in the same proportion as 
the rise in the output per man. 

Another implication of the Harrod neutrality is with regard to the 
distribution of factor shares in national output. Under Harrod-neutral 
technical progress, the shares of capital and labour in national output 
are constant if the capital-output ratio and the rate of profit are constant 
at A and B in Fig. 32.4. We may also say that when labour and capital 
are producing a product and there is Harrod-neutral technical change, it 
would raise the wages and profits of both, proportionately to the 
increase in output. In this context, the assumption of a constant 
capital-output ratio implies that the capital stock and the labour forbe 
grow at the same rate. It is then that the incomes of the capitalists would 
grow at the same speed at which the wages of the workers rise If a 
technical progress is capital-saving in Harrod’s sense, this will raise the 
share of labour in national output and reduce that of capitalists, given a 
constant rate of interest. On the other hand, a labour-saving technical 
progress will reduce the share of labour in national output and increase 
that of capitalists, with a constant rate of interest. 

Harrod neutrality can be shown in the form of a production function 
as 

Q=FJK, A(t)L] 

Here Q is a function F of K and A(t)L which means that the given 
constant returns to scale on equal proportionate me in capita! (K) and 
in effective labour units [A(t)L]musl lead to an equal proportionate rise 
in national output (Q). With the rate of interest being constant, the 
efficiency of labour increases in the whole economy “With population 
growth, there is an increase in the number of men at wort 
Harrod-neutral technical progress increases the amount of work each 
man can do. The result is that, both with population growth and 
Harrod-neutral technical progress, the GNP rises at a given rate. The 
difference is that, with Harrod-neutral technical progress, income p=r 
head (real wage per head) increases; with population growth it r==s 
the same. As Joan Robinson and Uzawa bate shown, on the 
definition, Harrod-neutral technical progress rzises income ss=: 
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rate whatever the (constant) level of the capital-output ratio. It is this 
rate which measures technical progress.” 4 This formulation of Harrod- 
neutrality has been described as ‘pure labour augmenting technical 
progress.’ Solow 5 ’ has, however, shown that Harrod-neutrality can be 
purely ‘capital augmenting technical progress’ with the production 
function. 

Q=F[A(t)K, L] 

Here A(t ), the index of technical progress, has been prefixed to K 
instead of to L, unlike as in the labour augmentation case. 

Economists have shown on the basis of Joan Robinson’s 6 analysis that 
technical progress is both Hicks-neutral and Harrod-neutral if the 
elasticity of substitution between labour and capital is unity and there, is 
no change in the distribution of income. There .‘is neutral technical 
change in Hicks’ sense if with given labour force capital remains 
unchanged and the distribution of income is the same. It is Harrod- 
neutral if with given labour force, capital increases in the same 
proportion as national output and the distribution of income is the 
same. • 

We examine briefly the extent to which these concepts of neutrality 
have been used by economists in building models of technical change 
with particular reference to Solow’s contribution. 

DISEMBODIED AND EMBODIED TECHNICAL CHANGE 

Disembodied Technical Change. In 1956 Abramovitz wrote the first 
paper followed by Kendrick and Solow in an attempt to measure the 
contribution of technical change to economic growth. 7 They treated 
technical change as “disembodied.” Disembodied technical change is 
purely organisational which permits more output to be produced from 
unchanged inputs, without any new investment. Disembodied technical 
change refers to any kind of shift in the production function that leaves 
the balance between capital and labour undisturbed in the long run. The 
oduction function for such technical change is 

, Q=F(K,L; t), . . (1) 

t 

pp. 637-38. 

. Solow, Capital Theory and the Rate of Interest, 1963. 

Robinson, “The Classification of Inventions,” Review of Economic Studies, 

1938. 

bramovitz, “Resources and Output Trends in the United States since 1870,” 

May 1956; J.W. Kendrick, “Productivity Trends; Capital and Labour," R.E.S., 
; R.M. Solow, “Technical Change and the Aggregate Production Function,” 
ust 1957. 
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where Q represents output, and K and L represent capital and labour 
inputs, and I represents technical change. 

Taking Hicks-neutral technical change as the basis, Solow postulated 
the production function in the special form as 

Q=A(t)F(K.L) ... (2) 


where Aft) is an index of technical change or measures the cumulated 
effects of shifts over time. “Such a production function implies that 
technical progress is organisational in the sense that its effect on 
productivity does not require any change in the quantity of the inputs. 
Existing inputs are improved or used more effectively." 

The growth rate ofjoutput (O/O) is equal to the rate of technical 
change (A/A) plus a weighted average of the growth rate of capital 
fK/K) and the growth rate of labour ( L/L ). Assuming linear 
homogeneous production function, these weights add to one and we 
have, 

6 A . K , „ L 


K 


■ + (1-af) — 


(3) 


where dots indicate time derivates and at is the capital elasticity of 
output. 

Relying on the United States time scries where capital and output 
grew at approximately the same rate. Solow proceeded to focus on the 
rate of technical change “By using data on the share of capital and 
labour, and the rates of growth of capital per head and output per head, 
the contribution of the ‘residual’ is obtained after calculating the 
contribution of capital. This residual is attributed to technical progress.” 
Solow came to the conclusion that during 1909-49 the average growth 
rate of output per head in the United States could he attributed 12 5 per 
cent to the increase in capital per worker and the residual 87.5 per cent 
to technical change. 

Its Criticism. These conclusions tended to undermine the role of 
investment in contrast to techincal change in the growth process. In the 
words of Phelps, ‘‘The results of this approach produced a wave of 
investment pessimism." Whereas, according to Rosenberg, “ they 
provoked a wide response on the part of economists wakened, as it 
were, from their dogmatic slumber/’ They became sceptical about such 
a large size of the ‘residual.’ As Abramovitz admitted, "It is a measure 
of our ignorance.’’ Griliches observed that the ‘residual approach’ is not 
of much use in understanding the growth process because it is based on 
the concept of a production function which is not very useful if it is not a 
stable production function and if there are very large unexplained shifts 
in it. Critics further pointed out that the ‘residual approach’ tended to 
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ignore other influences like improvements in the quality of labour due 
to education, etc. Further, this approach is based on the unrealistic 
assumptions of perfect competition, constant returns to scale and 
complete homogeneity of the capital stock. Therefore, Denison, 
Kendrick, Griliches and others tried to quantify and break down the 
residual into further components. They contended that the ‘residual’ 
was not a catch-all and that changes in output were due to changes in the 
quantities and qualities of inputs, in economies of scale and advances in 
knowledge rather than the result of technical change, assuming a stable 
production function. 

Embodied Technical Change — Vintage Approach. In an alternative 
model entitled 8 Investment and Technical Progress (1960), Solow 
himself modified the residual approach based on disembodied technical 
change in which capital stock is regarded as homogeneous and technical 
change floats down from the outside. “In this model new capital 
accumulation is regarded as the vehicle to technical progress. Technical 
progress increases the productivity of machines built in any period 
compared with machines built in the previous period, but it does not 
increase the productivity of machines already in existence. Technical 
progress is ‘embodied’ in new machines. Machines unalterably embody 
the technology of their date of construction. Machines built at different 
dates. . . are therefore qualitatively dissimilar, and cannot in the general 
case be aggregated into a single measure of capital. A separate produc- 
tion function is needed for each vintage. Total output is the sum of out- 
' put of all the vintages in use.” 9 

Assumptions. This model assumes that: (a) capital stock consists of 
machines of different vintages i.e., built at different dates; (b) new 
machines are more productive than machines of older vintage; (c) 
technical change proceeds at some given proportional rate; ( d) technical 
change affects only new machines; (e) all technical progress is uniform; 
(f) machines embody all the latest knowledge at the time of construction 
but do not share in any subsequent improvements in technology; (g) 
only gross investment in new machines is considered in the model; (h) 
and the production function is linear homogeneous of the Cobb- 
Douglas type. 

Given these assumptions, the total output Qv(t) at time t from the 
machines of each vintage v is given by a Cobb-Douglas production 
function 

OK 0=-Be A ” Lv{t) a Kv{t) ...(!) 

H Mathematical Models in Social Sciences, (ed.) Arrow. Karlin and Suppes 

T.H. Kahn and R.C.O. Mathews, “The Theory of Economic Growth” A Survey 
Economic Journal, Vol. 74, 1964. Italics mine. 
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where Be Xy is the level of technology increasing neutrally and 
exponentially at the rate X; Lv(t) represents the quantity of labour 
operating the surviving stock of capital or vintage v at time t: ’Kv(t) 
denotes the number of machines of vintage v still in existence at time 
fev; and a and 1— a are elasticities of output with respect to labour L 
and Capital K. 

Taking the quantity Kv{t) for gross investment which is the output of 
capital goods at time v, Solow symbolises it by l(v) If capital goods are 
exposed to a constant force of mortality (depreciation) 6, then the 
average length of life of capital is 11$ and gross investment 

Ki{t)’=Kv(v)e-* , -*=t(v)e- 1,u -' ,f . (2) 

“The picture is one of a continuum of capital goods of various 
vintages and corresponding productivity, subject to an exponential life 
table, according to Solow, At each moment of time the labour force is 
reshuffled over the existing capital goods. Thus total output in 
determined by integrating over all layers of capital stock." 

With regard to the contribution of labour to total output with the 
given stock of capital, Solow states that if we assume competition in the 
labour market, all homogeneous labour must receive the same wage 
regardless of the age of capital on which it operates 




- LK<)—= 


aBe Xy 


( 3 ) 

(If xy=z =fx=*z/y} 


or Ltit) = - — 

aBe Xy U( p)e ~ 8 b-»)J i -« [ 

I 


or ' £.*,)= r 2* 1 “ _1 

L a Be Xy [f(v)e~ S(, - y >y- a j 

I 1 Xv 

=v Vl° 1 (aB) 1 e “ ~ 1 l(v)e 

1 1 \v 

Ct — 1 1 — <X 1 — a 

. =tvi (aB) e l(v)e ” 
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6. This mode! concentrates only, on technological progress as 
embodied in new machines and ignores the problems of inducing 
innovations through the process of learning and investment in research. 



Chapter 33 

STEADY-STATE GROWTH 


MEANING 

The concept of steady-state growth is the counterpart of long-run 
equilibrium in static theory. It is consistent with the concept of 
equilibrium growth. In steady-state growth all variables, such as output, 
population, capita! stock, saving, investment, and technical progress, 
either grow at constant exponential rate, or are constant 

Taking different variables, some of the neo-classical economists have 
given their interpretations to the concept of the steady-state growth To 
begin with Harrod, an economy is in a state of steady growth when 
Gw=Gn. Joan Robinson described the conditions of steady-state 
growth as a Golden Age of accumulation thus indicating a "mythical 
state of affairs not likely to obtain in any actual economy.” But it is a 
situation of stationary equilibrium. According to Meade, in a state of 
steady growth, the growth rate of total income and the growth rate of 
income per head are constant with population growing at a constant 
proportionate rate, with no change in the rate of technical progress 

In 1958, Professor Kaldor summed up six factors that have led to the 
growth of advanced industrial economies These he termed as “the 
stylized facts” which a growth model must explain. They are summa- 
rised as under. 

(I) The growth rate of real output per man-hours is fairly constant 
over long periods of time. In other words, the growth rates of output 
and labour input are constant over time. 

• (2) The growth rate of the capital stock is fairly constant but greater 
than the growth rate of labour force Thus capital-labour ratio increases 
through, time • 

_ (3) .The growth rate of the capital stock and the growth rate of real 
output is about the same. So the capital-output ratio is constant and 
shows no definite trend over time. 

(4) The profit rate, defined as the ratio of profits (P) to the capital 
stock ( K) is fairly -constant over the long run With a constant 
capital-output ratio, it means constant relative shares of labour and 
capital in national output. 

(5) The growth rate of output per man can change considerably from 
one country to another. 
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anded whiie s, n and m remain constant. 

This situation is explained in Fig. 33.1 where capital-labour ratio (or 
jpital per man) is taken on the horizontal axis and output per man is 



taken on the verticle axis. The 45° line OR represents capital-output 
ratio where the warranted growth rate equals the natural growth rate. 
Every point on OR also shows a constant capital-labour ratio. OP is the 
production function which measures the marginal productivity of 
capital. It also expresses the relation between output per man (y) and 
capital per man ( k ). The tangent WT to the production function OP 
indicates the rate of profit at point A corresponding to the marginal 
productivity of capital. It is at this point A that the warranted growth 
rate equals the natural growth rate, i.e., s/v =n+m. Here the share of 
profit is WY in national income OY, and OW is the wage per man. 
Assume a situation K 2 where the stock of capital is above the 
equilibrium stock. It indicates that the capital-labour ratio is above the 
full employment equilibrium level ratio at A 2 . Thus, there is some idle 
capital which cannot be utilised and the rate of profit declines (which 
can be shown by the joining tangent T" at A 2 to the Y-axis where it shall 
be above OW) till it reaches point A of steady-state growth. The 
opposite is the case at where the growth rate of capital accumulation 
is higher. than that of labour force. The rate of profit increases at A, 
(which can be shown by joining the tangent T to the Y-axis where it 
shall be below OW) till the steady-state growth point A is reached. In 
the Harrod-Domar model there is a single point of equilibrium A on the 
production function OP because the capital-output ratio (v) is fixed. But 
in the neo-classical model there is a continuous production function 
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along which the capital-output ratio is a variable and if the economy is 
thrown off the steady-state level A, it will itself return to it by variations 
in the capital labour ratio. Thus the equilibrium value of K is stable. 

3- Flexibility of the Saving Ratio (s) 

The Harrod-Domar model is also based on the assumption of a 
constant saving-income ratio (s). Kaldor and Pasmetti have developed 
the hypothesis which treats the saving-income ratio as a variable in the 
growth process. It is based on the classical saving function which implies 
that savings equal the ratio of profits to national income. 

The hypothesis is that the economy consists of only two classes, the 
wage-earners and the profit-earners. Their savings are a function of their 
incomes. But the propensity to save of profit-earners (sp) is higher than, 
that of wage-earners (sw). As a result, the overall saving ratio of the 
community depends on the distribution of income. 

A special case of this hypothesis is where the propensity to save out of 
wages is zero (sw=0) and the propensity to save out of profits is positive 
and constant. Thus the overall propensity to save (S) is equal to the 
propensity to save of profit-earners (sp) multiplied by the ratio of profits 
(w) to the national income (V), re., S=sp.jr/Y This is the classical 
saving function. There is also the ‘extreme’ classical saving function 
where all wages are consumed (sw=0) and all profits are saved (sp-1) 
Hence the saving-income ratio s^jr/Y 
With a constant capital-output ratio (v) and a variable saving-income 
ratio (s), steady-state growth can be maintained through the distribution 
of income. So long as the saving-income ratio (s) required to satisfy the 
condition s/v=n+m is not less than the propensity to save of 
wage-eamers (sw=0) and not greater than the propensity to save of 
profit-earners (sp=l), steady-state growth will be maintained. 2 

4. Flexible Saving Ratio (s) and Flexible Capital-Output Ratio (v) 
Steady-state growth can also be shown by taking both the saving- 
income ratio and the capital-output ratio as \anables. With the classical 
saving function given by sp.ir/Y, the warranted growth rate s v can be 
written as: 

_ s _ SP 1 * Y 5 PP [ . . s = sp.TrfY ] 

v y ■ K K [ ' V = K/Y \ 

where irIK is the rate of profit on capital whicll can be denoted by r. 
Thus the warranted rate becomes spr. For steady-state growth, 

Tor details refer to the Kaldor Model of Distribution and the Pasmetti Model ofPr'~~' 
and Growth / 
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spr=n+m, -whereby the warranted rate becomes equal to the natural 
rate of growth. In the special case where sp=l equilibrium between the 
two is reduced to r=n+m. 

The diagrammatic representation of a variable saving ratio and a 
variable capital-output ratio is given in Fig. 33.2. OF is the production 

function whose slope 
measures the marginal pro- 
ductivity of capital (r) at any 
capital-output ratio on a point 
on OP. Equilibrium takes 
place where the tangent WT 
touches the OP curve at point 
A. The tangent WT originates 
from W and not from 0 
because savings taking place 
out of non-wage income WY. 
Point A indicates the rate of 
profit corresponding to the 
marginal productivity of 
capital. In other words, at 
point A labour and capital receive the rewards equal to their marginal 
productivities. OW is the wage rate (the marginal productivity of 
labour) and Wy is the profit (the marginal productivity of capital). Thus 
the steady-state equilibrium exists at A. 

5. Technical Progress (m) 

The Harrod-Domar model assumes no technical progress. If technical 
progress is introduced it may be either Hicks-neutral technical progress 
or Harrod-neutral technical progress. The two types of technical 
progress permit steady-state growth. They have been discussed in detail 
under Neutral and Non-Neutral Technical Change in the previous 
chapter. 




Chapter 34 

THE FEL’DMAN MODEL 


G.A. Fel’dman was a Russian economist who wrote an article ‘On the 
Theory of National Income Growth' which was published in 77ie 
Planned Economy, the journal of the Soviet State Planning Commission 
(GOSPLAN) in 19,28. It is a theoretical mode! which is concerned with 
long-run planning. 1 

Assumptions. The FePdman model is built around the following 
assumptions : 

1. It assumes constant prices in the economy 

2. Capital ‘is assumed to be the only limiting factor 

3. There are no lags in the growth process 

4. There is a closed economy 

5. There are two sectors in the economy — the consumer goods sector 
and the capital goods sector 

6. Production is assumed to be independent of consumption 

7. There ts no government expenditure except on consumption and 
investment. 

8. There are no bottlenecks in the economy. 

9. The supply of labour is unlimited 

Given these assumptions, FePdman based his model on the Marxian 
division of the total' output of an economy (VP) into category 1 and 
category 2 The former relates to capital goods meant for both producer 
goods and consumer goods, while the latter category relates to all 
consumer goods including raw materials for them. The production of 
each category is expressed as the sum of constant capital (C), variable 
capital (wages), V, and surplus value S It can be shown as 

XV, = C, + V, + s, 

+ xv 2 = c 2 + v 2 + s 2 
\v= c+v + s 

“The division of the economy between the two categories is complete, 
in the sense that no existing capital can be transferred from one to 

'The Fel'dman Model has been translated and interpreted in English by Evesy D 
Domar, Essays in the Theory of Economic Growth (1957), Essay IX Our analysis is based, 
on Professor Domat's interpretation 
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another. Thus the rate of investment is rigidly determined by the capital 
coefficient and the stock of capital in category 1. Similarly the output of 
consumer goods is determined by the stock of capital and the capital 
coefficient of category 2. Hence the division of total output between 
consumption and investment at any given moment depends on the 
relative productive capacities of the two categories. The division of total 
investment (that is, of output of category 1) between the two categories 
is, however, completely flexible. Indeed the fraction of total investment 
allocated to category 1 is the key variable to the model.” 

In this two-sector model he demonstrated that if 

•y = the fraction of total investment allocated to category 1; 

I - the annual rate of net investment allocated' to the respective 
categories, so that I~l { + J 2 ; 

t ~ the time measured in years; 

V = the marginal capital coefficient for the whole economy; 

V) and Vj = the marginal capital coefficients of the respective 
categories; 

C = the annual rate of output of consumer goods; 

Y = the annual net rate of output of the whole economy or national 

income; 

a = the average propensity to save; 

a'= the marginal propensity to save; 

Jo, Q) and Y 0 =the respective initial magnitudes of these variables 
(when 1=0); the annual rate of net investment allocated to category 1 is 
given by / ( =yJ. And since only I, increases the capacity of category 1, it 
is shown by 


dl Jj _ yj 
dt ~ ~V X ^ 


[•••/, =y/] 


In time t, total investment will grow at an exponential rate 


I = e y/,, i‘ . . . (i) 

In other words, total investment will grow at a constant exponential rate 
of y/V,. 

Similarly, the annual rate of net investment allocated to category 2 is 
given by A— (I i)l- And J 2 being the source of increased capacity in 
category 2, 


= A_ = JLnL. e y,. 

dt V 2 V 2 


(V J=e y, 'i‘j 


The annual rate of output of consumer goods is given by 

C ,q, + (_LZJL)^. ,, _ 1) 


• • • ( 2 ) 
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The elements which determine the national income and the growth 
rate of the economy are given by 

Y~I+ C 


By substituting the values of / and C in the above equation, 
Y=c’’" i< + Co + ' _1) |From (*) and < 2 >1 

y=e yv i' - l+l+Q + j-jp) (e y -iVl) 

=Ce y ’.' -1)+1+C,+ Pp4 ^ (e v '''-l) 

=(c y "l' -1) [l+Q,+(Jp) +11 

Assuming /„=!, the equation becomes 

y=/,+C„+ [(±3) A +l] (e yv < — 1 ) 
or y=V„ + [|-— ij +lj(e’"''-l) 1 K=7 0 +C1 


The fundamental equation shows that Cand Y each represent a sum 
of a constant and an exponential in t Their rates of growth will differ 
from -y/ Vj. The values of C and Y will be greater than the value of I. 
With the passage of time, the exponential e 7 /”! 1 will dominate the scene 
and the rates of growth of C and Y will gradually approach yV|. But 
this may take quite a long time, unless of course it so happens that 


Q> = 


U-V) Vi 


. in which case the constants will vanish, and C and 


Y will grow at the rate of -y/Vi from the very beginning ” 


Comparison with the Domar Model 
In the Domar model, the average propensity to save (a) is equal to 
the marginal propensity to save (a'), r e., a = a'. But in the Fel’dman 
model a=a'. To compare the Domar model with the Fel’dman model, 
it is necessary to rework their results without the assumption that 
a/a\ treating a' as a constant. But since a = a', a has now 
becofne a variable. The rate of growth of investment will now be a'/v 
while that, of income o/v (by disregarding the difference between a 
and s; s being the reciprocal of v) The expression a'/v is the ratio of 
marginal propensity to save to the over-all capital coefficient. In 
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Fel’dman’s model, however, we have obtained ylV t as the growth rate 
of investment where' y is the fraction of investment allocated to cate- 
gory 1 and V x is the capital coefficient of this category only. In the 
special case when ,V—V t we obtain a —y, that is Fel dntan s fraction 
of investment allocated to category l and the marginal propensity to 
save become identical. If V X >V 2 , than y><x'. When V\—V 2 , 
Fel’dman’s y and Domar’s a' are closely related. “But it is merely a 
reflection of the fact that if a certain fraction of increment in national 
income (a') is to be devoted to investment, a corresponding fraction of 
investment (y) must be allocated to capital goods industries to make 
the production of this increment in investment possible. In other words, 
in a growing economy some capital is used to make more capital.” 

Implications for Economic Development 

The Fel’dman model has important implications for economic 
development. Since F,= V 2 , the expressions I, C and y in the model are 
ail inverse functions of V x and V 2 . Fel’dman treated the magnitudes of his 
capital coefficients as variables for the purpose of economic develop- 
ment. If the purpose of economic development is the maximisation of 
investment or national income at.a point of time, or of their respective 
rates of growth, or of integrals overtime, y should be set as high as 
possible. This is always true for investment and nearly always for 
income, the only exception being when V) greatly exceeds V 2 and even 
then for a short period of time. A high y does not imply, however, any 
reduction in consumption. With capital assets assumed to be perma- 
nent, even y= 1 would merely freeze consumption as its original level. If 
assets were subject to wear, consumption would be slowly reduced by 
failure toreplace them.. Finally, a transfer of resources from consump- 
tion to investment industries would reduce consumption still further, 
though the latter possibility is excluded from the Fel’drhan model. 

Summing up the Fel’dman model, Professor Domar observes that “it 
contains an important element of truth: a closed economy without 
well-developed metal, machinery and subsidiary industries (the complex 
of the so-called heavy industries) is unable to produce a sizable quantity 
of capital goods and thus to invest a high fraction of its income, 
however, high its potential saving propensity may be. In Soviet 
economic thinking the former consideration has been predominant; in 
our recent literature the ability to save has been emphasized.” This was 
because he felt that more could be achieved with greater utilization of 
capital than from its expansion as happened in Russia from 1924-25 
through 1927-28. He, therefore, favoured a fall in the magnitudes of his 
capital coefficients. 

But his own analysis of data given in the optimal version of the First 
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Five Year Plan of Russia indicated movement and variation in 
coefficients of specific industries, while the average for the whole 
economy remained almost unchanged at 2.4 for every year for the 
period 1925-26 to 1932-33. However, in the two versions of his own 
long-run plan, he showed in the first an almost constant capital 
coefficient at 2.4 for the period 1926 to 1932 which gradually rose to 3.3 
in 1950; and in the second, a sharply declining coefficient to about 2.0 in 
1930 which stabilised at 1 4 over the period 1932-50. The purpose of 
working out such contrasting versions was to illustrate the effect of the 
variation in the size of the capital coefficient on the growth rate of 
national income. 

Treating the capital coefficient as given, the variable y (the fraction of 
total investment allocated to category 1) can be varied as an instrument 
of planning. Since there is complete intra-category' flexibility y can vary 
between zero and one. But the choice of the optimum size of r will 
depend on the objective of economic development. 

But the Fel’dman model does not determine the magnitude of capital 
coefficient because no attempt is made to relate it to any other 
variables, such as the desirability of the assets, the length of the 
construction period, the supply of labour and of other factors like the 
magnitude, composition and the rate of growth of investment and the 
industrial structure. 

Moreover, it is difficult to distinguish clearly between consumer 
goods and capital industries, when a large number of industries are in 
the nature of intermediate goods industries which help produce both 
consumer goods and capital goods. For instance, metals, coal, trans- 
portation, chemicals, petroleum, power, etc. are some of the industries 
whose goods and services are used in both categories of Fel’dman. 
“Perhaps Fel’dman could claim that in the Russia of his day, practically 
all metals were used in Category 1 only. But what would he say about 
the rest? Nor would it help to divide an industry (like coal or 
transportation) between two categories, because the respective propor- 
tions would by their very nature lack stability^ Of course, any division of 
an economy by industries, or even of output between consumption and 
investment, is difficult and arbitrary but it is clear that Fel’dman’s 
method creates special difficulties.” 


Chapter 35 

THE MAHALANOBIS MODEL 


INTRODUCTION 

In October 1952, Mahalanobis developed a single-sector model based 
on the variables of national income and investment. It was further 
developed into a two sector model in 195S where the entire net output of 
the economy was supposed to be produced in only two sectors — the 
investment goods sector and the consumer goods sector. Next he 
developed the famous four-sector model in 1955. We discuss his two- 
sector and four-sector models. 

1. TWO-SECTOR MODEL 

It was Mahalanobis’s two-sector 1 model which became the basis for his 
formulation of the four-sector model for the Second Five Year Plan. 
The Mahalanobis two-sector model was based on the following 
assumptions: 

(a) It is related to a dosed economy where there is no foreign trade. 

(b) The economy consists of two sectors: the consumer goods sector 
and the capital goods sector. There is no intermediate sector. The 
industries producing intermediate goods are grouped together with the 
consumer goods and the capital goods which they help to produce, 

(c) There is total non-shiftability of capital equipment once installed 
in any of the sectors. But products of the capital goods sector can be 
used as inputs in the two sectors. 

(d) There is full capacity production in the consumer goods sector as 
well as in the capital goods sector. 

(e) Investment is determined by the supply of capital goods. 

( 0 There are no changes in prices. 

Given these assumptions. Mahalanobis divides the economy into two 
parts: X v . the proportion of net investment used in the capital goods 
sector and X,.. the proportion of net investment used in the consumer 
goods sector 


‘P.C. Mahalanobis, “Some Observations on the Process of Growth of National 
Income.” Sanfcftya, September 1953. This model turned out to be almost identical with the 
Fel'dman model. 
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X k +X C - 1 ... (1) 

Further, net investment (I) can be divided into two parts at any point 
of time (f). one, X k / t to increase the productive capacity of the capital 
goods sector and X<J C of the consumer goods sector. In this way 
h = X k 7 t + Kh ... (2) 

Taking p k and p c as the output-capital ratios of the capital goods 
sector and the consumer goods sector respectively and p as the total 
productivity coefficient, the latter can be shown as 

= P k X k + PcX c 


But 


X k +X c -1 

p=p k x k + p c x c 


The income identity equation for the entire economy is 

y t =/,+c 


... (3) 
... (4) 


* Now, when national income charges, investment and consumption 
also change. The change in investment depends upon previous year’s 
investment and so does consumption on previous year’s consump- 
tion (G-j). So the increase in investment in period f, is 
and increase in consumption is AG“G~G-i. As a matter of fact, the 
increase in the two sectors is related to the linking up of productive 
capacity of investment and the output-capital ratio. First, the invest- 
ment growth path is determined by the productive capacity of 
investment in the capital goods sector (X k / k ) and its output-capita! ratio 
(p k ). So that 

If~ Jr-l = *kPkf|-l 

+ x k p k / t _, 

or 7,=(1+X k p k ) ••• (5) 

Putting different value for t (t = 1, 2, 3 ) the solutions of equation 

(5) are 

/,=(1+X k p k ) Jo 
/ 2 =(1+X k p k ) h 
=(1+X k p k ) (1+X k p k ) /o 

,, =(l+x,H„)^ [•• ■'i=(l+ x »PO/o] 

In the same manner by putting the value of t in equation (5), we get 

Wo (1+X k p k ) 1 
Jt~ Jo— Jo (1+X k p k ) , — /o 
or I,—Io=Io (1+X k p k ) f — 1 


... ( 6 ) 
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Similarly, by putting the value-of t (t= 1,2, 3,. . .) in the consumption 
growth path AC t =C t — Q_i=A c B c J t _i, we get . 

Q-Co^SJo 

C2—Ci=k c $ c Ii 

and finally C t — Q=A c p c (I 0 +I 1 +I 2 + 

By substituting the values of J u I 2 --.lt in equation (6) and its, related 
equations, the above equation can be solved as • . 
C,-Co=X c |3c[fo+(l + Xkf'l:)^0+(l + ^kPk) 2 Xo+ ••• +(l.+ ^kPk)' ^o] 

=A c /3Joll+(l+X k p k ) + (1+X k {3 k ) 2 +. • - + (l+X k Pk)T 

-xnr I (l+^k) l ~l ' 

^cPc *0 

(l+x k p k )-l 


... (7) ■ 


„ ,_ 1(5r I (i + x k p k y - 1 

or C t Q X c p c / y ^ 

X k B k , ... (7) 

Now, the growth path of income for the whole economy on the 
basis of equation (4) is ' • . v ' 

Ay t =A7 t +Aq 
or Y,-Y 0 = (I,-I 0 ) + (C,-Co) 

By substituting the Values of equations (6) and (7) in the above’ 
equation, we get 


Yt-Y 0 =(Io[l+\M ~ 11+wJ — 1 

J 


- 7 o[(l+A k ( 3 k )' - 1 ] 14 


=J 0 [1+X k p k )‘-1] 


XkPk + X c p c 
Aj kPk 


Supposing I 0 =ctoY 0 and substituting it in the above equation, we 
have 


Y,-Y t 


r o~cioY 0 [(l4-X k p k y-I]f-^X + X cPc ] 

i XkPk J 

y r =a 0 y 0 [(i+x k p k )'-i][ M»? + NPe ] +yo 
1 XkPk 


or Y i =Y 0 [14-a , _^ +K cB c f 

A k B k 1 


These are G.P. series, when they are solved, the result is the 
is not required. 


a+Akftj'-i)} 

•• (8) 

e next equation. Its solution 
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WhereY, = gross domestic national income in year f; 
cio = the rate of investment in the base year; 

X k = the share of net investment used in the capital goods sector; 
Xc — 1— X k = the share of net investment going to the consumer 
goods sector; 

p k = incremental output-capital ratio in the capital goods 
sector; 

p c = incremental output-capital ratio in the consumer goods 
sector. 

The interpretative value of this model is that total investment in the 
economy consists of two parts, one part X k is used to increase the pro- 
duction of capital goods, and the other part Xc to increase the produc- 
tion of consumer goods. Thus, the total investment is X k + X c — 1. 
The ratio 

X k Pk + X c p c 

x k p k 

of the equation is the over-all capital coefficient. Assuming p k and p e 
to be given, the growth rate of income will depend upon t*o and X k . 
Further assuming oq (the rate of investment in the base year) to be 
constant, the growth rate of income depends upon the policy 
instrument X k . 

Given that p c >p k , it implies that the larger the percentage invest- 
ment in consumer goods industries, the larger will be the income 
generated. The expression (1+X k 0 k )‘ of the equation shows, however, 
that after a critical range of time, the larger the investment in capital 
goods industries, the larger will be the income generated. In the beginn- 
ing, a high value of X k increases the magnitude (1+X0 k ) t ,and lowers 
the over-all capital coefficient 

X k p k + X c p e 
X k p k 

But as time passes, a higher value of X k would lead to higher 
growth rate of income in the long run. 

If Pc=Pio then the reciprocal of the over-all capital coefficient 

=X k 

x k p k + x c p c 

= marginal rate of saving. This leads us to an important policy 
implication of the model that for a higher rate of investment (X k ), the 
marginal rate of saving must also be higher. A higher rate of investment 
on capital goods in the short-run would make available a smaller volume 
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of output for consumption, but m the long-run, it would lead to a 
higher growth rate of consumption. 


Relation of the Mahalanobis Two-Sector Model with the Domar Model 
Mahalanobis derived his two-sector model from the Domar model. ' 
Therefore, both models have a close relation. First we present the 
Domar model in terms of the parameters of the Mahalanobis model. 

The equilibrium equation. for detertnining investment in the Domar 
model is 

1= a Y 

where I is investment, a is the saving-income ratio and Yis the national 
income. 

The growth of investment in period t is 

A J t =a A Y, - ■ - (1) 

By taking investment in the initial period Iq-ccoYo ... (2) 


Dividing (1) by (2), 


or 


or 


or 


or 


AI, 

a 

AY, 

Io 
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v 0 
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«0 
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Yo 

a 

Io 
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Y 0 
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Io 


[■■• AY, = Y t — Y 0 and AI,=I—I 0 ] 


Y t -Y 0 


Y 0 

a 

y-y 0 


Y 0 

a 


I, '■ 


-1 


.. I, 


Io 

[(1+aPX-l] 


•’ —j ( 1+ “P)‘ and p is output-capital ratio 

•*0 


or 

or 


or 


Yo— Y 0 [(l+a$y— 1] 

Yt = -^-Y 0 ftT+«3)-l]+Y 0 

Y, = Y 0 [l+^^l+apy-ll 
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On the other hand, the final equation of the two-sector Mahalanobis 
model is 

y.fVo [ i+°o { (l+xtpo 1 - 1 }] 

. ... (4) 

There are certain similarities between the two models. First, the last 
expressions of the two equations (3) and (4) are similar, i.e., (l+(3) r and 
(1+XkPk)', since Domar’s ap is Mahalanobis’s X k p k . Second, both 
use the concept of time lag. Finally, the policy conclusions of both are 
the same, investment can be increased by raising the marginal saving 
rate. 

Despite these similarities, there is some difference between the two 
models. The Domar model is a single-sector model, while the 
Mahalanobis model is a two-sector model. Mahalanobis divides the 
economy into the capital goods sector and the consumer goods sector. 
On the other hand, Domar treats the whole economy as one sector. 

2. FOUR-SECTOR MODEL 

The Mahalanobis model is not a growth model in the real sense, rather it 
is an allocation model. Being associated with the Planning Commission, 
Mahalanobis knew that the maximum funds available for net investment 
during the Second Five Year Plan would be approximately Rs 5,600 
crores and the aim was to provide additional employment to 10-12 
million people. To these, he added a 5 per cent per annum increase in 
national income during the Plan period. He further estimated one-third 
of the total investment in investment goods industries, leaving two- 
thirds for investment in the remaining three sectors of the economy. He 
put all this data in a simple simultaneous equation system given below 
and obtained the solution which became the basis of India’s Second Five 
'Year Plan. 

The Mahalanobis model takes a four-sector economy consisting of: 

(a) the investment goods sector (k); 

( b ) the factory produced consumer goods sector (Cj); 

(c) the small household produced (including agricultural prodace- 
consumer goods sector {Cj); and 

(d) services (health, education, etc.) producing sector (C 3 \- 

These subscripts k , j, 2 » and 2 are used respectively in the cccs- ^ 

the industries producing investment goods, consumer good? 
factory and household), and services. 

For each of these four sectors a set of three parameters is ' ~~ 

p’s (beta), i.e., p t , p lt Pj, p 3 — the ratios of net income 
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investment or output-capital ratios. , 

0’s (theta), i.e., 6 k , 8 lf 0 2 , 0 3 , — the net investment required 
per engaged person or capital-labour ratios. 

X’s (lambda) ,7. e. X k , X,, 6 2 , X 3) — the proportion _ of 

investment allocated to each sector or allocation ratios. 

Further, A stands for the total amount of investment to be made for 
the plan-period of five years, E for the total increase in income and N 
for the total increase in employment over the plan-period. 

Given these parametric ratios (P’s, 0’s and X’s) and the total amount 
to be invested (A), an estimate of total income (E) and employment (N) 
generated in the different sectors of the economy during the plan-period 
can be had on the basis of the system of equations. 

The equations of the model are: _ 


E=E k +Ei+E 2 +E 3 . . .-(1) 

N=n k +n 1 +n 2 +n 3 .... (2) 

A=A k A+h]A+h 2 A'f-A 3 A . . . (3) 

Now the increase in employment (N) in each sector is 

n k -h k A/8 k or n k B k = X y A . . . (4) 

nj-AtA/0! or n t 6i ~ h t A ... (5) 

n 2 — A 2 A/8 2 or n 2 B — h 2 A . . . (6) 

n 3 —A 3 A/6 3 or. n 3 0 3 — hi A . . . (7) 


Substituting the values of \ k A, X t A, h 2 A and X 3 A in equation (3), the 
total investment equation becomes 

A=n k 0 k +ni0 1 +n 2 0 2 +n 3 e 3 . 

Similarly, the increase in income (E) generated in each sector can be 
estimated as follows: 

E k —A k A.p k . . (8) 

Ei—hjA.Pj ... (9) 

E 2 =\ 2 A.(3 2 . . ..(10) 

Ej=\ 3 A.p 3 . .... (H) 

Also, E=n k 6 k [5 k -t-n,6ipi+n 2 Q 2 f3 2 +n 3 8 3 f3 3 f'.' \ k A~n k 6 k and so on 

from equations 4, 5, 6, and 71 

= y 0 [(l+Tt) s -ll ...(12) 

In the Mahalanobis model the above equation is the final one where, 
yi (eta) is a given 5 per cent annual growth rate of income, and Y 0 the 
initial income per year, the E is derived by applying -q rate to Y 0 . In the 
system of equations given above. A, E and N are the boundary 
conditions. They are constants. But at the same time they are the target 
variables to be achieved during the plan-period. The p’s 0’s and X’s 
are the instrument variables. 

The P’s and 0’s are, however, the structural parameters, 

determined by technological conditions and assumed to remain constant 
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during the plan-period. The X’s are the allocation parameters which are 
at the choice of the planner within certain limits. 

In the Mahalanobis model, the allocation parameter (ratio) X k for 
the investment goods sector is given and the remaining ratios for the 
other three sectors (Xi, X2, X3) are obthined as solutions of the set of 
simultaneous equations given above. For example, as Mahalanobis 
explains, “the rate of increase of income or the employment generated 
may be treated as variables to which desired value may be assigned. The 
model would then enable us, with the help of numerical estimates of the 
various parameters, to study how the allocation ratios X’s that is, the 
proportions of total investment going into the different sectors should 
be chosen so that the desired aim can be realized.” 

Professor Mahalanobis gives the following numerical solution of his 
model where 

A (total investment) 

T) (percentage increase in 
national income) 

N (total employment to be created) 

X k proportion of investment in 
investment goods industries 
The sectoral values of X’s, p’s and 0’s 


Sectors 


Parameters 


1 

X 

P 



Investment goods ( l ) 

A k =0 33 

Pk=0 20 

H 4 = Rs 20 000 

Factory consumer goods (Cj) 

Small and household industries 

X,=0 17 

P,=0 35 

f,=Rs 

8.750 

including agriculture (Q) 

A,=0 21 

Pr=l 25 

£^ = Rs 

2,500 

Services (C,) 

Aj=0 29 

3j=0 4* 

e,=Rs 

3.750 


On the basis of the given data, the amount of investment in sector iis 


A* A=~— — X5, 600= 1,850 crores; the increase in income 2 s a 
* . 100 

result of this investment comes to E t =A*.40 4 =J85O x 

Rs 370 crores, while the increase in employment in sector ir is e' ~ 

order of nAr=A k A/0jt=185Ox ^ — =0.9 million (9 1* : 

, 20000 
Similarly the allocation of increase in income, employment - 
and investment for the other sectors during the ' >' 


=Rs 5,600 crores 

=5 per cent per annum 
=110 lakhs (11 million) 

=V 3 (or 0.33) 
are taken as 
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years in rounded figures, as calculated with the help of simultaneous 
equations are: 



Sectors Investment (A) Income (£) Employment (N) 

(Rs crores) (Rs crores) Million 



We can sum up the Mahalanobis model thus: 

In a given time period, in order to achieve a certain growth rate for 
the economy, the total investable amount has been divided in such a 
way that it leads to the required growth rate. But since the required 
growth rate is to be reasonably high, it can be achieved by expanding 
sector k and thereby producing larger quantities of investment goods. 
However, investment in sector k is bound to generate increased 
purchasing power and hence demand for consumer goods which require 
comparatively less capital but employ more labour. In this way a 
balance is sought to be established between the investment goods sector 
and consumer goods sector. 

A Critical Appraisal 

The above solution of the Mahalanobis model and its practical 
application to India in the form of the Second Five Year Plan proves 
that it possesses great utility as an instrument of development planning. 
But it has its limitations and weaknesses . 2 

1. Fails to Solve any Definite Welfare Function. It is essentially an 
operational model. As already explained, it arrives at an optimal 
solution out of a multiplicity of solutions in relation to a preference or 
welfare function already prescribed. The numerical solution of the 
model, however, does not point towards any definite welfare function 
without which it is not possible to arrive at an optimum allocation of 
resources. 

2. Arbitrary Value of Mahalanobis assumes the valuek k .=V 3 but 

2 Alak Ghosh, A'ew Horizons In Planning, pp. 41-42; see also S. Tsuru, “Some 
Theoretical Doubts on the Plan-Frame", Economic Weekly. January 1957 Annual 
Number; and A. Mitra, ‘A Note on the Mahalanobis Model’, Economic Weekly, March 
16, 1957; P.N. Mathur, ‘A Note on Planning in India’, 1EJ, November 4, 1957. 
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he does not ascribe any cogent reason for this, and simply says that “it 
would not be possible to go beyond this value under present 
conditions.” He colild very well choose any other value or any value for 
any other allocation parameter with perhaps better results. The 
assumption of X =*/3 is, therefore, somewhat arbitrary and may not 
help the planners in arriving at correct solutions for the optimum 
allocation of investments of the different sectors of the economy. 

3. Technique not Applicable to Open Economy. Moreover, the use of 
X. technique suggests that investment is a single homogeneous fund 
which is utilised for a single type of investment goods. Since investment 
goods are of heterogeneous type, this requires the use of an investment 
matrix. The X technique can be applied as long as constant relative 
prices are assumed. It cannot, therefore, be applied to a model of open 
economy where the system is not homogeneous. 

4. Supply of Agricultural Produce not Infinitely Elastic. The Mahala* 
nobis model is based on the supposition that the supply of agricultural 
produce is infinitely elastic This is untenable for the supply of 
agricultural produce has failed to meet the increased demand fpr food 
and raw materials ever since the beginning of the Second Five Year 
Plan. 

5. Supply of Labour also not Infinitely Elastic, It also assumes an 
infinitely elastic supply of labour which does not seem to be correct even 
though an underdeveloped country like India is faced with the serious 
problem of unemployment and underemployment. What is required for 
productive structure is not simple labour but skilled and trained labour 
and management. 

,6. Production Technique not Constant. Like Harrod, Mahalanobis 
assumes the techniques of production to be constant during the Plan 
period. In fact, technological change is bound to occur during the 
process of development. Thus his model does not seem to take us very 
far. 

. 7. Arbitrary yalues for Structural Parameters. The values assigned 
to the structural parameters (the P’s and 0’s) are also arbitrary. In fact, 
it is extremely difficult to have a correct estimate-values of p’s and 0’s 
in an underdeveloped country which completely lacks in sufficient 
reliable data. Moreover, the assumption of independence between 
capital-output ratios and capital-labour ratios is not realisic. These 
parameters may change in the process of development. 

8. Silent over Investment in a Mixed Economy. Further, the Mahal*- 
nobis model fails to guide the planners in deciding the share of 
investments in the private and public sectors. It is silent with regard*^ 
this important problem of development planning in a demf'^* r 
country with a mixed economy. 
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'), Ignores Factor Prices. Another important defect of this model is 
Owl Mahalanobis ignores the pattern of factor prices while fixing targets 
on the basis of his model. 

10. Closed Model, This model is confined to a closed economy. 
Mnbalnnobis assumed “that there will be no imports or exports of 
Investment goods." Thus lie ignored the impact of foreign trade on the 
variables of the model and deprived it of the element of reality. 

1 1 . Neglects Demand Functions. The Mahalanobis model concen- 
trates exclusively on the supply functions and neglects the demand 
functions altogether. This is an unrealistic assumption and makes the 
growth model incomplete. “Actually speaking, many important consi- 
derations connected with market forces, psychological environment, 
popular enthusiasm and the emergence of specific pressure points are 
unavoidably involved in the course of development planning in a 
backward economy. The Mahalanobis model quietly ignores these 
important problems for the sake of mathematical simplicity.” 

12. Failure to Link up Investment Decisions with the Rates of Saving 
Required. According to K.N. Raj, one of the weaknesses of the 
Mahalanobis model is its failure to link up investment decisions with the 
rates of saving required. The necessity of high marginal rates of saving is 
one of the main considerations in favour of capital-intensive techniques 
of production. 

13. Failure to Explnin the Problem of Choice of Techniques. Professor 
Raj further points out that from the theoretical angle, the Mahalanobis 
model fails to explain the problem of choice of techniques satisfactorily. 
He asks, if sector C is divided according to techniques of production, 
why should not sector K be similarly divided? Even in the manufacture 
of machine-tools there arc more or less capital-intensive techniques. 
1 he case of labour-intensive techniques could have been perhaps stated 
more pointedly.- 1 

Conclusion. Despite these practical and theorectical weaknesses, the 
Mahalanobis model was instrumental in putting the Indian economy on 
the right path to development planning with the Second Five Year Plan 
and paved the way for the subsequent bolder Plans. 


'K.N. Raj, "Growth Models and Indian Planning", IER, February 1961, pp. 260-61. 



Chapter 36 . 

GROWTH MODELS IN INDIAN PLANNING 


The five-year plans in India have been based on various growth-models 
explicitly or implicitly. The First Five Year Plan was, based on'a simple 
application of the Harrod-Domar growth model, and the Second Plan 
on the four-sector Mahalanobis model, and the subsequent Plans on 
more sophisticated models. None of the plan models enjoyed the official 
status though they were sometimes used for fixing targets. It were, 
however, the models for the Fifth Plan and the Sixth Plan contained in 
the documents “Technical Note” of each plan which enjoyed the official 
sanction. We analyse below the main analytical features of the growth 
models used in Indian planning. 


THE FIRST PLAN MODEL 

The model for the First Five Year Plan set out in 1952 was based on a 
simple application of the Harrod-Domar growth model: 


A1 — =/a 

a 


where I represents the annual rate of investment, ct the potential social 
productivity of investment, « the marginal propensity to save, and AI 
the increase in investment. 

The model was not worked out explicitly but was implicit in the 
numerical figures of the prospective plan worked out in the First Five 
Year Plan document. The basic equations, as worked out by the 
economists later on, were 


/, - s, . , , , - 0 ) 

S, = aY,-b , , . -(2) 

Y, = aK, -P) 

/, = K, -W 

where /, is investment in period t, 5 t is the saving, Y, is the income and 
K r is the capital stock in the corresponding period. Unlike the 
Harrod-Domar Model in which MPS=APS, the relation between the 
two is shown by equation (2). Alpha («) is the capital-output ratio. 
Given these relations the growth process is given by the equation: 


K x =(K,-b/a<x)e act, +b/a<x 
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where a« is the asymptotic relative rate of growth of the system. 

Assumptions. The model is based on the following assumptions: (a) 
The marginal propensity to save is greater than the average propensity 
to save.(b) There is no difference between the marginal capital-output 
ratio and the average capital-output ratio, (c) The economy is closed. 
( d ) The prices are stable. 

In the model of the Plan, the rate of investment in 1950-51 was 
assumed to be five per cent of the national income; the value of 
capital-output ratio was taken as 3:1 and the value of « was assumed to 
be 20 per cent.. ' 

Given these assumptions, the rate of investment was projected to 
expand from five per cent in 1950-51 to seven per cent in 1955-56, to 11 
per cent in 1960-61, and to 20 per cent of national income by 1967-68. 
Assuming the population growth rate of 1.25 per cent per annum, the 
model further demonstrated that “the proposed rates of marginal saving 
would cause no reduction in per capita consumption at any stage but 
would leave enough for a gradual rise in consumption standards.” The 
arithmetical projections of the model, based on a time-lag of two years 
between the increase in investment and the increase in output, also 
showed that the national income could be doubled by 1971-72, the per 
capita income by 1977-78, and the average consumption standard by 
about 70 per cent as compared with 1950-51. 

Though the targets of investment subsequently adopted in the Second 
Five Year Plan conformed broadly to the dimensions indicated in this 
model, yet it ignored many important problems of development 
planning. It did not take into consideration structural difficulties faced 
by an underdeveloped country in transforming savings into the desired 
investment channels. Again, the assumption of a constant marginal rate 
of saving ignored th'e problem of planning over time. 

THE SECOND PLAN MODEL 

The Second Five Year Plan was based on the Mahalanobis Four-Sector 
Model 1 discussed in detail in the previous chapter. This model divided 
the Indian economy into four sectors: the capital goods sector, the 
consumer goods sector, the small or household consumer goods 
producing sector including agriculture, and the services producing 
sector. . ' 

The basic strategy was “to increase investments in heavy industries 
arid also expenditure on services, to increase purchasing power and 

For its detailed discussion, see the previous chapter. The numerical solution of the 
Mahalanobis Model should be given here. 
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create fresh demand, and on the other hand, to increase the supply of 
consumer goods by increasing investment and production as much as 
possible in the small and household industries to meet the new, 
demand. ...Planning would be thus essentially a feedback process of 
matching a continuously increasing (planned) demand by a continuously 
increasing (planned) production giving rise to a steadily expanding 
economy.” The implications of the model were to .create .larger 
employment opportunities, build a strong capital base.and increase 
productive and technical capacity within the economy. , , 

The growth model, as contained m the Second Five Year Plan, 
carried arithmetical projections up to the Fifth Five Year Plan (1975-76) 
based on the figures of the First Plan. It assumed a growth rate of 
population of 1.3 per cent per annum during 1961-70, As against the. 
actual incremental capital-output ratio of 1.8:1 in the First, Plan, the 
capital-output ratio (3) of 2.3:1 was assumed for the Second Plan, 
calculated on the basis of increase in national income of Rs 2,680 crores 
with an investment of Rs 6,200 crores. The model took the investment 
coefficient (* 0 ) at 7 per cent m 1955-56 which was expected to rise to 11 
per cent in 1960-61. The marginal rate of saving of 0.20 was assumed. 
The increase in national income was estimated at 47 per cent by 1960-61 
as against 25 per cent during the First Plan. 

THE THIRD PLAN MODEL 

The Third Plan was based almost on the same growth model as the 
Second Plan, but there was greater inter-industry consistency in its 
formulation. The Plan Model emphasized interdependence of agricul- 
ture and industry, of economic and social development, of national and 
regional development, and of the mobilisation of domestic and external 
resources. It also placed great stress on measures for scientific and 
technological advance and for raising the general level of productivity, 
as well as on policies relating to population, employment and social 
change. The capital goods sector was regarded as crucial for securing 
rapid economic development. For building a sound capital base and for 
self-reliant and self-sustained growth, special emphasis was placed on 
the production of more capital goods, especially machine-building and 
engineering industries. Further, the model pointed toward the creation 
of a solid base for expansion 'of exports so as to remove the dependence 
on foreign aid in the subsequent Plans. 

The growth model of the Third Five Year Plan assumed a growth rate 
of population of 2 per cent per annum for the period 1961-71. The 
incremental capital-output ratio (3) was assumed to be 2.3; J, the same 
as for the Second Plan. The investment coefficient (« 0 ) was taken a* 
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per cent in 1960-61, which was expected to rise to 14-15 per cent in 
1965-66. The saving rate was assumed to increase from 8.5 per cent in 
1960-61 to 11.5 per cent in 1965-66. The Planning Commission stated 
that “if all the programmes included in the Plan can be completed in 
time, national income (at 1960-61 prices) will go up by about 34 per 
cent. Net output of agriculture and allied sectors will go up by nearly 25 
per cent,- of mining and' factory establishments by about 82 per cent and 
of other sectors by about 32 per cent.” Commenting on the Third Plan 
model. Dr V.V. Bhatt observed that it “was formulated without much 
regard to the choice possibilities either over time or at a point of time. 
The project formulation and selection process as a result became 
somewhat arbitrary. The resulting imbalances and inefficiencies were 
further aggravated by deficiencies in the technique of planning and in 
the actual operation of policies which suffered from lack of coordination 
as well as meaningful operational link with development objectives.” 

; THE FOURTH PLAN MODEL 

A Consistency Model for India’s Fourth Plan by Alan S. Manne, Ashok 
Rudra, and others 2 was built in 1965 to provide a framework for the 
setting of actual plan targets. With 1960 as the base year, and 1970 as the 
terminal year, it was a 30-sector consistency model based on the 
conventional Leontief inter-industry “open” system. As the authors 
pointed out, “This consistency model is of the “open” rather than 
“closed” type, in order to apply it, the first step is to project the 
principal components of gross domestic expenditure, and to translate 
these into final demands for individual commodities. The model’s job is 
then to deduce an internally consistent set of sectoral output levels, 
imports, and investment requirements.;. .By working on an open one, 
we are in effect assuming that government has sufficient fiscal power so 
that it is 1 Unconstrained by the feedback link that operates in a market 
economy from the production process back to the distribution of 
incomes, savings- and the generatioh of domestic expenditures.” 

The sectoral scheme had been expressed sometimes in the triangular 
pattern of input dependence and sometimes in the block-angular 
structure of the transactions matrix. “The bulk of such transactions 
takes place within two virtually independent complexes: one based upon 
agriculture and the other upon mining, metals, machinery and forestry 
products. The first of these sectors is the predominant source of 
consumption goods. The second is the source of investment goods, iand 

Alan S. Manne, A. Rudra, and others, “A Consistency Mode! for India’s Fourth 
Plan", Sahkhya, Voi. 27. Series B, 1965. 
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appears to be the strategic point for import substitution. A third and 
smaller complex produces items that may be described as ‘universal 
intermediates* — fuel, power, transport, and chemicals — items that are 
consumed within virtually all sectors of the economy.” 

The production targets in physical units had been derived from 12 
sectors of the model. They were iron ore, iron and steel, motor 
transport, cement, chemical fertilisers, crude oil, foodgrains, electricity, 
rubber, jute textiles, coal, railways. The output of crude oil and rubber 
had been set exogenously in the model. Investments connected with 
social overheads and imports had been treated partly exogenously and 
partly endogenously. Such macro-variables as aggregate household 
consumption, government consumption, and exports had been treated 
exogenously. 

The model yielded the following lessons: (a) “the output of machinery 
and steel is primarily determined by the level of investment outlays, that 
of foodgrains and cotton textiles entirely by the outlay on domestic 
consumption and that of petroleum products and electricity depend 
upon both; (b) while the ouput levels of metal-based industries are 
sensitive to assumptions with respect to the imports substitution 
programme, those of other sectors are not; (c) the overall investment 
level is barely susceptible to the imports substitution programme.” 3 

The model of the Fourth Five Year Plan by the Planning Commission 
drew arithmetical projections of the growth variables up to 1980-81. The 
long-term projections were based on the future assessment of popula- 
tion prospects, growth of agricultural production, mobilisation of 
internal savings, efficiency of investment, growth of exports and import 
substitution. Accordingly, it was assumed that the population would 
grow at the rate of 2.5 per cent per annum during the Fourth Plan, and 
thereafter, this rate would fall reaching 1.7 per cent a year by 1980-81 

The targets of income and investment were based on the assumption 
that there would be no significant increase in foreign debt beyond the 
Fifth Plan. It implied that internal savings after the Fifth Plan would be 
sufficient to finance investment and liabilities on foreign debt, and the 
economy would enjoy a foreign trade surplus equivalent to interest on 
foreign debt. The latter pre-supposed the growth in exports at the rate 
of 7 per cent per annum and in non-food imports at the rate of 5 5 per 
cent per year. 

Aggregate consumption expenditure was projected to rise at a rate of 
5.3 per cent per annum as compared to a 6 per cent growth rate of 
national income. Development public expenditure was projected to 

3 A$hok Rudra, ‘Usefulness of Plan Models- An Assessment Rased on IntLzc 
Experience,’ in Ashok Mitra (ed ) Economic Theory and Thinning— T Mays In HonSir ' 
A.K. Dasgupta (OUP), 1974. ’ *' 
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grow at the annual rate of 8-9 per cent, and non-development and 
defence expenditure at the rate of 4-5 per cent per year. 

The agricultural output was estimated to increase at the rate of 5 per 
cent per annum, and the industrial production at the rate of 8-10 per 
cent per year. 

To realise the postulated growth rate of 5-7 per cent per annum 
during the Plan, the average rate of saving was postulated to rise from 
8.8 per cent in 1968-69 to 13.2 per cent in 1973-74, and the rate of 
investment from 11.2 per cent to 14.5 per cent over the same period. For 
the entire Plan period, the incremental capital-output ratio was assumed 
to be 2.0. 


THE FIFTH PLAN MODEL 

The Fifth Five Year Plan model was based on the document “Technical 
Note on the Approach to the Fifth Plan of India 1974-79” prepared by 
the Perspective Planning Division of the Indian Planning Commission. 
The model was built around the twin objectives of the removal of 
poverty and attainment of self-sufficiency by 1979. The following 
equation was used for the 66-sector input-output model of the Fifth 
Plan: « 

Xi'= 1 aij l Xy + C' +G'+Ii+Ei+ST'- M' 

1=1 (i— 1,2,3,. . . 66 sectors) 

where X/ represents total output at factor cost of sector i in period f; 
aij 1 , inputs of sector / per unit of sector j in period f; QV private 
consumption of sector i in period f; G,\ public consumption at factor 
cost of sector i in period f; 7/ total investment goods produced by sector 
i in period f; £/ exports at factor cost of sector i in period t; STj\ 
change in stock of sector / in period t; and M ; ' represents the imports of 
sector i in period t. 

The model of the Plan had been worked out by taking into account 
the technological characteristics of the economy as reflected in the 
inter-industry relationships. This involved the use of an input-output 
matrix and an elaborate system of material balances. It was a 
- macro-economic 66-sector input-output model with a consumption 
sub-model. The consumption, proportion matrices were based on 
consumer expenditure data by, commodities and size classes of the 25th 
Round (1970-71) of the National Sample Survey as well as the estimates 
of the private consumption expenditure on different groups of commo- 
dities and services thereafter. 

The corresponding matrices for imports were constructed as part of 
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an extended input-output matrix, while exports were estimated exoge- 
nously. Import substitution had been envisaged for important sectors to 
the extent permitted by the production possibilities and capacity 
utilisation in the domestic economy. Public consumption had been 
estimated to grow on an average by 10 per cent per annum, whereas 
exports had been estimated to grow at a rate of 8.5 per cent per year. In 
the terminal year of the Plan, 1979, private consumption and imports 
had been estimated endogenously. The envisaged total investment 
outlay for the Fifth Plan had been appropriately phased out over the 
Plan period. 

Accordingly, 91 per cent ot the total investment was estimated to be 
financed from domestic sources. Of the aggregate investments, about 58 
per cent was postulated in the public sector and 42 per cent in the 
private sector Of the aggregate domestic savings, 27 per cent were 
estimated to be contributed by the public sector comprising government 
administration, departmental and non-departmental undertakings, and 
public financial institutions. The balance of 73 per cent was expected to 
come from the private sector comprising corporate enterprises, coop- 
eratives and households. The average rate of domestic saving was 
projected to nse from 14 4 per cent in 1973-74 to 15.9 per cent in 
1978-79. Public savings were projected to grow from 2.5 per cent of 
GNP in 1973-74 to 4.6 per cent in 1978-79, while private savings were 
estimated to decline from 11.9 per cent in 1973-74 to 11.3 per cent in 
1978-79. 

Based on these projections, the overall annual rate of growth had been 
estimated at 4.37 per cent as against 5.5 per cent postulated in both the 
.Technical Note and the Draft Plan The growth rate of output in the 
agricultural sector was estimated at 3.94 per cent per annum, of mining 
and manufacture 7.10 per cent, of electricity 10.12 per cent, of 
construction 5.90 per cent, of transport 4.79 per cent and of services 
4,88 per cent. The share of agriculture in total gross value added was 
estimated to decline from 50 78 per cent in 1973-74 to 48 15 per cent in 
1978-79, while the share of mining and manufacturing was estimated to 
increase from 15.78 to 17.49 per cent over the period. Some marginal 
increases were projected in such sectors as electricity, transport, 
construction and services. 

For the purposes of formulation of investment projects and produc- 
tion programmes, the projected rates of growth were translated into 
physical targets. For items like coal, crude oil, iron ore, and cement 
which formed independent sectors in the input-output model, the 
targets had been worked out directly from the sectoral growth rates. In 
other cases, a detailed system of material balances and other planning 
exercises were employed. i 
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THE SIXTH PLAN MODEL 

The Indian Sixth Plan Model was based on the ‘Technical Note of the 
Sixth Plan’ prepared by the Perspective Planning Division of the 
Planning Commission. The macro structure of the model had been- 
prepared on 89-sector classification of the input-output table. The basic 
technique of the model closely resembles that of the Fifth Plan. 

The analytical model comprises an input-output model, a macro- 
economic model and a consumption sub-model. The 89-sector input- 
output model is of the static Leontief type. Algebraically, the model is 
as follows: 

89 

Xj= ^ aij Xi+Q-t- G{ +Ej +STj-Mj — i 

i=i 

where X, is the gross output of sector /; sector i represents factor cost of 
the economy; ‘ay shows input-output coefficients; G t is the private 
consumption of sector /; G, is the public consumption of sector i; I, is 
the gross fixed investment of sector i, E t is the export of sector /, ST X 
represents changes in inventories of sector i, and M t is the import of 
goods and non-factor services of sector /. 

The Sixth Plan had been formulated against the background of a 
perspective covering a period of 15 years from 1980-81 to 1994-95. This 
s development perspective visualised accelerated progress toward the 
removal of poverty, generation of gainful employment and technologi- 
,cal and economic self-sufficiency. 

To achieve these objectives, the model arrived at the growth rate of 
5.2 per cent in the Sixth Plan and 5.5 per cent in the subsequent ten year 
period. For this purpose, it used a large number of social and economic 
indicators such as GDP at 1979-80 prices, consumption, saving, 
investment, employment, per capita income and consumption, number 
of people below the poverty line, life expectancy, etc. 

In order to assess the influence of demand for goods and services and 
for employment, population projections were made. The growth rate of 
population was expected to decline in successive quinquennia as a result 
of the decline in birth rate. So the annual average growth rate of 
population was projected at 1.79 per cent during 1981-86, 1.66 during 
1986-91 and 1.56 per cent during 1991-96. 

The Plan model stipulated a significant redistribution of income and 
consumption so as to reduce the percentage of population below the 
poverty line to 30 in 1984-85 and to less than 10 by 1994-95. It also 
estimated a net increase in Pmnlnvmpnf 
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years, at the rate of 3.4 per cent per annum as against a labour force 
growth of 2.4 per cent per annum. 

The development strategy of the Plan envisaged a change in the 
existing structure of demand *in favour of investment and social con* 
sumption. Accordingly, the rate of capital formation had been pro- 
jected to increase from 21.5 per cent of GNP for 1979-80 to 25 per cent 
in 1984-85 The economy was also expected to achieve a modest surplus 
in balance of payments by 1994-95. Public consumption had been 
projected to increase from 10.7 per cent of GNP in 1979-80 to 11.5 per 
cent in 1984-85. 

“The rise in the share of domestic capital formation as well as that of 
public consumption, together with the projected improvement in export 
earnings, implies a decline in the share of private consumption in gross 
national expenditure.” In spite of this decline, private consumption 
expenditure was expected to grow at an annual average rate of nearly 

4.7 per cent during 1980-85. 

This increase in the rate of capital formation signifies a restraint on 
consumption expenditure in order to increase domestic saving. The rate 
of saving had been projected to increase from 21 per cent of GNP in 
1979-80 to 24.4 per cent in 1984-85. The projected growth in domestic 
saving was to be achieved through a rise in the ratio of saving to 
disposable income of both public and private sectors. 

Based on the stipulated changes in the structure of demand discussed 
above, the output structure was worked out in order to avoid im- 
balances in the perspective period. Accordingly, the output of the 
agricultural sector was projected Co grow at the annual rate of 5.2 per 
cent during 1979-80 to 1984-85; of mining and manufacturing at 7.76 per 
cent; of electricity, gas and water supply at 11.25 per cent; of transport 

6.7 per cent; and of services 6.70 per cent over the period. “The varying 
rates of growth in different sectors reflected the changes in the rates of 
growth of total final and intermediate demand for the output of 
different sectors which were themselves influenced by factors like 
degree of import dependence, relative changes in the composition of 
final demand, inter-industry relationships, etc. The rates of growth 
projected for different sectors were also expected to bring about a 
structural change in the economy as reflected in the composition of 
GDP at factor cost over the prospective period ” Accordingly, the share 
of infrastructure and social services was projected to increase from 45.28 
per cent in 1979-80 to 45.88 per cent in 1984-85. On the other hand, the 
share of agriculture was projected to decline from 35.13 per cent in 
1979-80 to 32.9 per cent in 1984-85. 
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THE SEVENTH PLAN MODEL 

The macro and sectoral structures of the Seventh Plan have been 
basically formulated on the Sixth Plan model. Tne macro structure of 
the Plan has been prepared on the basis of the 89-sectox classification of 
the input-output table which has been aggregated into 50 sectors. It 
assumes the rate of domestic savings at 23.3 per cent of GDP in 1984-S5 
which is expected to go up to 24.5 per cent in 1989-90 which implies a 
marginal savings rate of 28.4 per cent. Tne broad quantitative frame of 
the Plan is based on the assumption of the overall ICOR of 5. The rate 
of gross investment is projected to rise from 24.5 per cent of GDP in 
1984-85 to 25.9 per cent in 1989-90. 

Based on these projections, the sectoral growth rates, of output have 
been estimated. The growth rate of agricultural output has been 
estimated at 4 per cent: of minerals and industrial goods at 8.3 per cent: 
of electricity, gas and water supply at 12 per cent; of transport at 8 per 
cent; and other services at 6.6 per cent. The sectoral composition of 
national income in terms of gross value added has also been estimated. 
Agriculture and related sectors are expected to contribute 33 per cent of 
GDP in the terminal year of the Seventh Plan. The shares of mining, 
manufacturing, construction, electricity and transport are expected to 
be 34.4 per cent. Thus by the end of the Plan, the contributions of the 
agricultural sector, the industrial sector and the services sector are, in 
terms of income generated, projected to be roughly about one third 
each. 


DOMESTIC MEASURES FOR ECONOMIC 
DEVELOPMENT 


Chapter 37 

CAPITAL FORMATION AND ECONOMIC 
DEVELOPMENT 


MEANING OF CAPITAL FORMATION 

Almost all economists lay emphasis on capital formation as the major 
determinant of economic growth. “The meaning of ‘capital formation’ is 
that society does not apply the whole of its current productive activity to 
the needs and desires of immediate consumption, but directs a part of it 
to the making of capital goods, tools and instruments, machines and 
transport facilities, plant and equipment— all the various forms of real 
capital that can so greatly increase the efficacy of productive effort.... 
The essence of the process then, is the diversion of a part of society’s 
currently available resources to the purpose of increasing the stock of 
capital goods so as to make possible an expansion of consumable output 
in the future .” 1 Nurkse’s definition relates only to the accumulation of 
material capital and neglects human capital. A proper definition must 
include both material and human capital. According to Singer, capital 
formation consists of both tangible goods like plants, tools and 
machinery and intangible goods like high standards of education, 
health, scientific tradition and research. The same view has been 
expressed by Kuznets in these words: “Domestic capital formation 
would include not only additions to constructions, equipment and 
inventories within the country, but also other expenditure, except those 
necessary to sustain output at existing levels. It would include outlays on 
education, recreation and material luxuries that contribute to the 
greater health and productivity of individuals and all expenditures by 
society that serve to raise the morale of employed population.” Thus the 
term capital formation covers, material as well as human capital. 

Importance of Capital Formation 
Capital formation (or accumulation) is regarded as one of the 
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important and principal factors in economic development. According to 
Nurkse. the vicious circles of poverty in underdeveloped countries can 
be broken through capital formation. Due to low levels of income in 
such countries, demand, production and investment are deficient. This 
results in the deficiency of capital goods which can be removed by 
capital formation. The supplies of machines, equipment and tools 
increase. The scale of production expands. Social and economic 
overheads are created. It is capital formation that leads to the fuller 
utilisation of available resources. Thus capital formation leads to 
increase in the size of national output, income and employment thereby 
solving the problems of inflation and balance of payments, and making 
the economy free from the burden of foreign debts. We discuss below 
the importance of capital formation in detail. 

The main purpose, of economic development is to build capital 
equipment on a sufficient scale to' increase productivity in agriculture, 
mining, plantations and industry. Capital is also required to construct 
schools, hospitals, roads, railways, etc. In fine, the essence of economic 
development is the creation of economic and social overhead capital. 
This is possible only if there is a rapid rate of capital formation in the 
country, that is. if a smaller proportion of the community's current 
income or output is devoted to consumption and the rest is saved and 
invested in capital equipment. As aptly pointed out by Lewis, the 
central problem in the theory of economic development is the process of 
raising domestic saving and investment from 4-5 per cent to 12-15 per 
cent of national income. 

Investment in capital equipment not only increases production but 
also employment opportunities. Capital formation leads to technical 
progress which helps realise the economies of large-scale production 
and increases specialisation. It provides machines, tools and equipment 
for the growing labour force. Thus capital formation also benefits 
labour. 

Capital formation leads to the ex-pansion of market. It is capital 
formation which helps remove market imperfections by the creation of 
economic and social overhead capital, and thus breaks the vicious circles 
of poverty both from the demand side and the supply side. 

Further, capital formation makes development possible even with 
increasing population. In overpopulated underdeveloped countries the 
increase in per capita output is related to the increase in capital-labour 
ratio. But countries aiming at raising the capital-labour ratio have to 
face two problems. First, the capital-labour ratio falls with increase in 
population so that large net investment is needed to overcome the 
diminution of capital-labour ratio. Second, when population is increas- 
ing rapidly, it becomes difficult to have sufficient savings for the 
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required quantity of investment, reason being that a low per capita 
income keeps the propensity to save at a low level in such a country. The 
only solution to these problems is a rapid rate of capital formation. 

Underdeveloped countries are faced with the problem of balance of 
payments because they mostly export primary products like raw- 
materials and agricultural products, and import almost all types of 
manufactured, semi-manufactured and capital goods. Domestic capital 
formation is one of the important solutions to this problem of adverse 
balance of payments By establishing import-substitution industries, the 
imports of manufactured and semi-manufactured goods are reduced. 
On the other hand, with the increasing production of all types of 
consumer and Capital goods the composition of exports changes Along 
with agricultural products and industrial raw materials, the exports of 
manufactured articles also start. Thus capital formation helps in solving 
the problems of balance of payments 

A rapid rate of capital formation gradually dispenses with the need 
for foreign aid. In fact, capital formation helps in making a country 
self-sufficient and reduces the burden of foreign debt. When a country 
borrows from foreign countries for long periods, it imposes a heavy 
burden on the future generations With every loan the debt charges 
increase day by day which can only be repaid by levying more or/and 
higher taxes. The burden of taxes increases and money flows out of the 
country in the form of debt repayments Therefore, it is capital 
formation that brings freedom from foreign aid, reduces the burden of 
foreign debt and makes the country self-sufficient. 

The strains of inflationary pressure on a developing economy can be 
removed to a considerable extent by increased capital formation. The 
output of agricultural products and manufactured consumer goods tends 
to increase with a rise in the rate of capital formation On the other 
hand, when income increases with capital formation, it raises the 
demand for goods In the short run, it is not possible to match this 
increased demand by increase in supply and this results in the 
development of inflationary pressure in the economy. It is, however, a 
steady rise in the rate of capital formation in the long-run that augments 
the supply of goods, controls inflation and brings stability in the 
economy. 

Capital formation also influences the economic welfare of a country. 
It helps in meeting all the requirements of an increasing population in a 
^ developing economy. When capital formation leads to the proper 
exploitation of natural resources and the establishment of different 
types of industries, levels of income increase and the varied wants of the 
people are satisfied. They consume a variety of commodities, their 
- standard of living rises and their economic welfare increases. 
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Lastly , an increase in the rate of capita! formation raises the level of 
national income. The process of capital formation helps in raising 
national output which in turn raises the rate and level of national 
income. Thus the rise in the rate and the level of national income 
depends on the increase in the rate of capital formation. Thus capital 
formation is the principal solution to the complex problems of 
underdeveloped countries, and is the main key to economic develop- 
ment. 

Reasons for Low Rate of Capital Formation 

The rate of capital formation is low in LDCs. The reason is that they 
lack in those factors which determine capital formation. In fact, capital 
formation depends upon savings, on the institutions mobilising these 
savings and on the investment of these savings. The failure of these 
three stages of capital formation to operate properly is responsible for 
the low rate of capital formation in such countries. The rate of capital 
formation in LDCs is about 5 per cent, whereas in America it is 15 per 
cent and in West Germany and Australia about 25 per cent. The main 
reasons for low rate of capital formation in LDCs are the following: 

Low Income. Large savings are essential for capital formation. And 
savings depend upon the size of income. Since agriculture, industry had 
other sectors are backward in underdeveloped countries, the national 
output is low and so is the national income. As a result, per capith 
income is also low. On the other hand, the propensity to consume is 
very high, it is near unity. So almost the entire income is spent on 
consumption. Thus saving is not possible and the rate of capital 
formation remains low. 

Low Productivity. Since the level of productivity is very low in such 
countries, the rates of growth of national income, saving and capital 
formation are also low. Their natural resources are either unutilised or 
misutilised due to the lack of efficient labour and technological 
knowledge, non-availability of capital, etc. These factors stand in the 
way of increasing the incomes of the resource-owners so that they are 
unable to save and invest more and the rate of capital formation does 
not rise. 

Demographic Reasons. LCDs possess such demographic features 
which keep the rate of capital formation at a low level. The growth rate 
of population is very high. On the other hand, the per capita income is 
low. As a result, the entire income is spent on bringing up the additional 
numbers, and little is saved for capital formation. Besides, the rapid 
increase in numbers aggravates the shortage of capital because large 
investments are required to equip the growing labour force even with 
obsolete equipment. Moreover, in such economies a large percentage of 
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children in the total population entails a heavy burden on the parents in 
bringing them up and they are unable to save for capital formation. 
Lastly, such countries have a shorter life expectancy which means a 
smaller fraction of their population is available as an effective labour 
force. Since workers die in the prime of their lives, there are few adults 
to provide for large number of children. This brings down the per capita 
income further. Thus demographic reasons inhibit the rate of capital 
formation. 

Lack of Enterprise. The lack of entrepreneurial ability is another 
factor responsible for low rate of capital formation in LDCs In fact, 
entrepreneurship is regarded as the focal point in the process of 
economic development. But in LDCs the small size of market, 
deficiency of capital, lack of private property and contract, etc., retard 
enterprise and initiative, thus there is low rate of capit.il formation. 

Lack of Economic Overhead. The existence of economic overheads is 
essential to make fruitful investment and to encourage enterprise, for 
capital formation depends on them to a considerable extent But 
economic overheads like power, transport, communications, water, 
etc., are lacking in LDCs which retard enterprise, investment activities 
and the path of capital formation. 

Lack of Capital Equipment. In such countries the rate of capital 
formation also remains low due to the lack of capital equipment. Here, 
not only the capital stock is low, but even capital is deficient. The total 
capital investments are hardly 5 to 6 per cent of the national income in 
LDCs whereas it is 15 to 20 per cent in developed countries. Due to the 
shortage of capital, it is not possible to replace the existing capital 
equipment and even to cover its depreciation in such countries. As a 
result, the rate of capital formation remains at a low level. 

Inequalities in Income Distribution. There are extreme inequalities in 
income distribution which keep the rate of capital formation low in such 
countries. But income inequalities do not imply larger savings. In fact, 
larger savings are possible only in the case of the top 3 to 5 per cent of 
the people in the income-pyramid But these people invest in 
unproductive channels like gold, ornaments, precious stones, real 
estates, foreign currency, etc.This distorts real investment and the rate 
of capital formation is low. 

Small Size of the Market. The small size of the market is another 
reason for the low rate of capital formation in LDCs. It is a big 
hindrance in the way of enterprise and initiative. People are poor in 
such countries. The demand for goods is limited due to their low 
incomes. Hence it is the small size of the domestic market to nhsorb the 
supply of new products. This keeps the rate of capital formation at a low 
level. 
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Lack of Financial Institutions. Another reason for the low rate of 
capital formation in such countries is the lack of financial institutions to 
procure funds for investment. Larger capital expenditures are required 
for productive purposes. But this is not possible because of the lack of 
properly developed capital and stock markets, and credit and banking 
institutions. As a result,- sufficient savings cannot be mobilised for 
investment purposes and the rate of capital formation remains low. 

Economic Backwardness. Economic backwardness is also responsible 
for the low rate of capital formation in LDCs. Low labour efficiency, 
factor immobility, limited specialisation in occupation and in trade, 
economic ignorance, traditional values and social structure retard saving 
and investment, and prevent the , rate of capital formation from 
increasing. ’ - 

Technological Backwardness. Technological backwardness also stands 
in the way of capital formation. Obsolete techniques of production are 
used in such countries. As a result, per unit labour productivity and per 
nit capital productivity remain low. This situation keeps the national 
utput and income low, and the rate of capital formation fails to rise. 
Deficit Financing. One of the important sources of capital formation 
in such countries is deficit financing. But if it crosses the limits of safety 
then it tends to lower the rate of capital formation. It happens when 
deficit financing leads to an inflationary situation in the country. When 
prices rise, goods become dearer. As a result, consumers are required to 
spend a larger portion of their incomes on buying goods, and it becomes 
difficult to save. This retards capital formation. 

Increase in Taxes. Taxes also retard and reduce capital formation. 
When governments increase the number and rates of taxes as a means of 
forced savings, the incomes of consumers are reduced. This may be due 
to both direct and indirect taxes. Direct taxes reduce income directly 
while indirect taxes reduce income by raising their prices. Thus savings 
and capital formation are retarded. 

Demonstration Effect. According to Nurkse, one of the important 
reasons for low rate of capital formation in LDCs is the demonstration 
effect. Everybody has an urge to imitate the standard of living of his 
prosperous neighbours. Similarly, there is a tendency on the part of the 
people of such countries to emulate the higher consumption standards 
of advanced countries. This demonstration effect is usually caused by 
foreign films, magazines and visits abroad. As a result, the rise in 
incomea is spent on increased expenditure on conspicuous consumption 
and thus savings are almost static or negligible. Thus the rate of capital 
formation fails to rise. 
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Sources of Savings 

The rate of voluntary private savings is extremely low in LDCs 
because of the low level of incomes and a high propensity to consume. 
Even dissaving is common among low income households in India, 
Ceylon and Thailand as well as among working families in Bombay, 
British Honduras and the Philippines. 2 However, there are some groups 
which receive very high incomes. They are the merchants, the landlords 
and the speculators. The savings of these upper income groups are 
seldom channelled into investment projects. Instead, they are utilised 
for speculative purposes and for hoarding in the form of gold and 
jewellery and for giving short-term loans at as high as 30 to 100 per cent 
interest rates per annum. They are spent in ways most likely to enhance 
prestige, i.e., on conspicuous consumption, on traditional items, on 
palatial buildings fitted with luxury gadgets in western style and on 
luxury automobiles. 

Besides the few rich, there are the limitless cultivators Given the 
same income, they save more than the labourers working in urban 
areas ‘Peasants learn to be thrifty because they know how near they live 
to the brink of disaster ' Similarly, the money-lenders save more 
because their incomes are very high as compared to their consumption 
level. Rural savings also anse in some of the underdeveloped countries 
from urban remittances or from overseas remittances. People belonging 
to rural areas but "working in towns, in the armed forces or living in 
foreign countries remit large sums to their dependents. 

The wage and salary earning classes, better known as the middle 
class, are also a source of savings. But they save little because their 
inclination is more towards spending rather than saving since their 
incomes are very low. Whatever little they save is spent on conspicuous 
consumption, to educate their children, to build a house or to meet 
unforeseen circumstances, etc. “However, the very fact that these 
savings are merely a postponement of future Consumption, and are thus 
largely offset by other postponed consumption means that they are not 
important in the context of productive investment." 3 

Another important source is the business and corporate savings in the 
form of distributed and undistributed profits. The profit-making classes, 
having an ambition for power, save more and thus invest more in 
productive enterprises. They are an important source of capital 
formation in the agricultural and industrial sectors. But they lack 
confidence in the security of long-term investments due to socialist 
leanings of the majority of underdeveloped countries. In fact the 

J UN, World Economic Survey, 1966, pp 29-30 

3 Lewis, op at 
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Lack of Financial Institutions. Another reason for the low rate of 
capital formation in such countries is the lack of financial institutions to 
procure funds for investment. Larger capital expenditures are required 
for productive purposes. But this is not possible because of the lack of 
properly developed capital and stock markets, and credit and banking 
institutions. As a result,- sufficient savings cannot be mobilised for 
investment purposes and the rate of capital formation remains low. 

Economic Backwardness. Economic backwardness is also responsible 
for the low rate of capital formation in LDCs. Low labour efficiency, 
factor immobility, limited specialisation in occupation and in trade, 
economic ignorance, traditional values and social structure retard saving 
and investment, and prevent the, rate of capital formation from 
increasing. * 

Technological Backwardness. Technological backwardness also stands 
in the way of capital formation. Obsolete techniques of production are 
used in such countries. As a result, per unit labour productivity and per 
nit capital productivity remain low. This situation keeps the national 
utput and income low, and the rate of capital formation fails to rise. 
Deficit Financing. One of the important sources of capital formation 
in such countries is deficit financing. But if it crosses the limits of safety 
then it tends to lower the rate of capital formation. It happens when 
deficit financing leads to an inflationary situation in the country. When 
prices rise, goods become dearer. As a result, consumers are required to 
spend a larger portion of their incomes on buying goods, and it becomes 
difficult to save. This retards capital formation. 

Increase in Taxes. Taxes also retard and reduce capital formation. 
When governments increase the number and rates of taxes as a means of 
forced savings, the incomes of consumers are reduced. This may be due 
to both direct and indirect taxes. Direct taxes reduce income directly 
while indirect taxes reduce income by raising their prices. Thus savings 
and capital formation are retarded. 

Demonstration Effect, According to Nurkse, one of the important 
reasons for low rate of capital formation in LDCs is the demonstration 
effect. Everybody has an urge to imitate the standard of living of his. 
prosperous neighbours. Similarly, there is a tendency on the part of the 
people of such countries to emulate the higher consumption standards 
of advanced countries. This demonstration effect is usually caused by 
foreign films, magazines and visits abroad. As a result, the rise in 
incomes is spent on increased expenditure on conspicuous consumption 
and thus savings are almost static or negligible. Thus the rate of capital 
formation fails to rise. 
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Sources of Savings 

The rate of voluntary private savings is extremely low in LDCs 
because of the low level of incomes and a high propensity to consume. 
Even dissaving is common among low income households in India, 
Ceylon and Thailand as well as among working families in Bombay, 
British Honduras and the Philippines. 2 However, there are some groups 
which receive very high incomes. They are the merchants, the landlords 
and the speculators. The savings of these upper income groups are 
seldom channelled into investment projects. Instead, they are utilised 
for speculative purposes and for hoarding in the form of gold and 
jewellery and for giving short-term loans at as high as 30 to 100 per cent 
interest rates per annum. They are spent in ways most likely to enhance 
prestige, i.e., on conspicuous consumption, on traditional items, on 
palatial buildings fitted with luxury gadgets in western style and on 
luxury automobiles. 

Besides the few rich, there are the limitless cultivators. Given the 
same income, they save more than the labourers working in urban 
areas. ‘Peasants learn to be thrifty because they know how near they live 
to the brink of disaster.’ Similarly, the money-lenders save more 
because their incomes are very high as compared to their consumption 
level. Rural savings also arise in some of the underdeveloped countries 
• from urban remittances or from overseas remittances People belonging 
to rural areas but 'working in towns, in the armed forces or living in 
foreign countries remit large sums to their dependents 

The wage and salary earning classes, better known as the middle 
class, are also a source of savings. But they save little because their 
inclination is more towards spending rather than saving since their 
incomes are very low. Whatever little they save is spent on conspicuous 
consumption, to educate their children, to build a house or to meet 
unforeseen circumstances, etc. “However, the very fact that these 
savings are merely a postponement of future consumption, and are thus 
largely offset by other postponed consumption means that they are not 
important in the context of productive investment.” 3 

Another important source is the business and corporate savings in the 
form of distributed and undistributed profits. The profit-making classes, 
having an ambition for power, save more and thus invest more in 
productive enterprises. They are an important source of capital 
formation in the agricultural and industrial sectors. But they lack 
confidence in the security of long-term investments due to socialist 
leanings of the majority of underdeveloped countries. In fact the 

2 UN, World Economic Survey, 1966, pp 29-30 
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problem of mobilizing domestic private savings is twofold: firstly, it is 
one of increasing business savings, and facilitating their most effective 
use; secondly, it is to stimulate individuals to save more and make their 
savings available for the financing of appropriate growth promoting 
investment. On the whole, however, the expansion of private saving has 
been sufficient except in a few developing countries. But if national 
saving rates are to increase, it is from the private '.or that the 
resources ultimately have to come. 4 

Last but not the least is the role of the government as a saver. “One of 
the inexorable features of economic growth seems to be a rise in the 
share of the government in the national income. At the lowest levels of 
national income per head the share of the government in under- 
developed countries may be as little as 5 per cent whereas advanced 
industrial governments use up to 10 percent br so of real resources for 
current purposes, apart from what they use for military purposes and for 
transfers (pensions, insurance payments, interest payments, etc.)” 5 So 
the capacity of the government to save in an LDC is limited due to the 
low level of income and large administrative expenses. 

Sources jjf Capital Formation 

The process of capital formation involves three steps: (/) increase in 
the volume of real savings, (//) mobilisation of savings through financial- 
and credit institutions, and (Hi) investment of savings. Thus the problem 
of capital formation in underdeveloped countries becomes two-fold; 
one, how to increase the propensity to save of the people in the lower 
income groups, and two, how to utilise current savings for capital 
formation. This leads us to the sources of capital formation which are 
classified as domestic and external. The domestic sources from which 
savings can be mobilised for capital formation are: increase in national 
income, reduction in consumption, savings drives, establishment of 
financial institutions, mobilisation of gold hoards, perpetuation of 
income inequalities, increasing profits, fiscal and monetary measures, 
by utilising disguised unemployed, etc. The external sources are: foreign 
capital, restriction of consumption-imports and favourable terms of 
trade. We discuss these internal and external sources of capital 
formation below: 

(1) Domestic Sources. The various domestic sources of capital 
formation are as follows: 

0) Increase in National Income. The first important step is to 
increase the national output or income which will tend to raise the 

4 World Economic Survey, op. cit., p. 26. 

5 W.A. Lewis, op. cit., p. 239. Italics mine. 
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income of the people. This can be done by utilising the existing 
techniques and employing resources more efficiently, by utilising 
unused resources productively, and by increased division of labour^ 
(ii) Savings Drives. Savings drives will also help solve the problem of 
augmenting savings. They require concerted efforts in the form of 
propaganda and social education. Savings is a matter of habit which can 
be inculcated by propaganda. People can be persuaded to save in their 
own interest or in the interest of the family, for imparting education to 
their children, for marrying them, for building a house or as a safeguard 
against old age, sickness or emergency. Similarly* issuing of savings 
certificates in the form of government bonds and annuities carrying a 
high rate of interest may be helpful in mobilizing savings. Further 
incentive to savings'can be in the form of business gifts, lottery prizes 
and tax exemptions on the purchase of government bonds. 

(lii) Establishment of Financial Institutions. It is common knowledge 
that much of the unspent current income is hoarded in cash, jewels, 
gold, etc., by the people in underdeveloped countries. Therefore, the 
need is to establish financial institutions where small savers can safely 
deposit their money with confidence The setting up of a well-developed 
capital and money market by the central bank can give further impetus 
in this direction. In order to stimulate small savings among the masses, 
-attention should be paid to the starting of like insurance, compulsory 
provident fund, provident fund-cum-pension-cum life insurance 
schemes, opening up of savings banks and mobile banks in rural areas, 
and promoting savings through cooperative societies, including the 
establishment of service cooperatives and strong apex institutions like 
the central and state cooperative banks “Such agencies will not only 
permit small amounts of saving to be handled and invested conveniently 
but will allow the owners of savings to retain liquidity individually and 
finance long-term investment collectively " 6 
(tv) Rural Savings. Another important measure is to encourage rural 
savings for local needs which are understood and approved of by the 
savers. Government securities might be attached to particular develop- 
ment projects in rural areas. As the All India Kural Credit Simc? 
Committee proposed, “These rural debentures should as far as possiM 
be for specific projects of development in which ihe villager is interest 
in different degrees, according as they are of direct benefit to hint.#*' 
those with whom he shares fellowship of interest because of l>i f 
belonging to his district or region or state The guiding policy 
therefore, be to link rural savings with local development pro***' 


*E. Nevin, Capital Funds in Underdetrloped i outlines, p, 75. 

7 All India Rural Credit Suney (abndexd) cd , p 267 
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this way, mobilization of rural savings might lead to more rapid 
development. Such voluntary savings can even lead to that “critical 
minimum” which is so essential for a “take-off.” 

(v) Gold Hoards. Another method is the mobilization of gold hoards. 
This is a useful, though a neglected method of capital formation. The 
government should issue gold certificates carrying a high rate of interest 
in lieu of the gold surrendered by the public. But people are not 
prepared to part with gold and jewellery and are thus reluctant to invest 
in gold bonds or certificates voluntarily. It is, therefore, essential that 
hoarding of gold above a stipulated quantity should be prohibited by 
law; private trading in gold should be regulated; and the use of pure 
gold for manufacturing ornaments should be banned in the country. 
Along with these measures, smuggling of gold into the country should 
be stopped. These measures are not likely to be successful unless gold is 
sold in the country at the international price. 

( vi) Perpetuation of Income Inequalities. This is also regarded as one 
of the measures to achieve high rates of saving and investment. Since 
the mass of the people have a low marginal propensity to save in 
underdeveloped countries, it is the higher income groups with a high 
marginal propensity to save that can do saving and investment for 
capital formation. This had been one of the major sources of capital 
formation in 18th century England and early 20th century Japan. But 
widening of income inequalities is not feasible under the prevailing ' 
political climate in underdeveloped countries. Moreover, it is not 
definite that the wealthy classes may utilise their savings for productive 
investments, as was done by the British entrepreneurs of the 18th 
century. Rather the tendency is to spend on conspicuous consumption 
re-inforced by the international demonstration effect. In some of the 
African and Latin American countries where the governments are not 
watchful, the declining influence of the wealthy classes has led to the 
flight of domestic capital into the safe vaults of banks in developed 
countries. 

(vii) Increasing Profits. Professor Lewis 8 is of the view that the ratio 
of savings to national income is a function not just of inequality, but 
precisely, of the ratio of profits to national income. He maintains that 
voluntary savings form a significantly large share of national income 
only where inequality of income distribution is such that profits are a 
relatively large share of national income. If there is unequal distribution 
of income and the society’s upper level incomes accrue to the landlords 
or traders, there is little chance of providing voluntary savings to finance 
investments. Lewis believes that even if profits, interest and rental 


"W.A. Lewis, op. erf., pp. 227-229. 
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incomes as a whole are a small share of national income in an 
underdeveloped country, savings can be increased from 5 to 12 per cent 
by raising the profit rate. The share of profits in the national income can 
be increased by expanding the capitalist sector of the economy. In the 
first place, some legal safeguards should be provided to private investors 
against arbitrary depredations. Secondly, the technique of borrowing by 
private enterprise should be changed in order to minimize the risk of 
capital loss. Industrial banks and other specialized institutions like the 
government sponsored finance and development corporations and 
investment trusts should be set up. Thirdly, the capitalist sector is likely 
to expand rapidly if investment opportunities are very profitable. In the 
initial stages of development, a rise in productivity goes into profits. 
Productivity increases due to an unlimited supply of labour at low 
wages, technological progress, expansion of the market, geographical 
discoveries and the expansion of social overheads The more rapidly the 
opportunities for productive investments expand, the faster the profits 
grow, and the greater is the capital formation. Fourthly, this process is 
also accelerated by mild and intermittent doses of inflation. A mild dose 
of inflation increases profits relatively to other incomes. So when profits 
nse, there is increased investment which increases the rate of capital 
formation. But profits can grow even in the absence of inflation due to 
other institutional and technological changes mentioned above. There- 
fore, says Professor Lewis, “The correct explanation of why poor 
countries save so little is not because they are poor but because their 
capitalistic sectors are so small ” They can increase their rate of capital 
formation by raising profits relatively to national income, possibly 
without inflation: To this end, Lewis suggests that those who live on 
earned incomes particularly on ground rents, should be taxed heavily 
and the proceeds given to capitalists who live on profits unless the 
former agree to change themselves into the latter like the Japanese 
landed aristocracy. Thus profits can be increased by giving subsidies, 
and tax rebates, by providing adequate supply of raw materials and 
capital equipment, by restricting imports of competitive products, by 
controlling wages and trade unions and by government purchases of the 
goods of the industries. These measures might, however, create vested 
interests and lead to mal-distribution of resources within the economy. 
Professor D.R. Gadgil believes that the raising of profits to increase 
savings for capital formation may lead to social unrest and may even fail 
to produce socially desirable investment since the profit making classes 
are not necessarily interested in the welfare of the masses. 9 

(viii) Fiscal Measures. Since sufficient voluntary savings are t** 

9 D R Gadgil, Economic Policy sod Development, p 181 
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forthcoming for capital formation in an underdeveloped economy, the 
government is in a better position to mobilize them through various 
fiscal and monetary measures. These measures may be in the form of a 
budgetary surplus through increase in taxation, reduction in govern- 
ment expenditure, expansion of the export sector, raising money by 
public loans and even by deficit financing. Besides, the government can 
increase savings by running public undertakings more efficiently so that 
they show larger profits. Above all, the government should evolve a 
growth-oriented long-term savings policy so that savings should increase 
automatically as development gains momentum. Let us discuss these 
measures briefly. 

Taxation is one of the major and most effective instruments of fiscal 
policy for reducing private consumption and transferring resources to 
the government for productive investment. Taxation helps capital 
formation in two ways: (i) by transferring private resources to the state 
for utilisation in the desired channels; and (ii) by providing incentives to 
the private sector to increase production. The first point further raises 
two problems: how much taxation should be raised and how should it be 
allocated? According to Professor Lewis, an underdeveloped country 
should raise at lest 20 per cent of its national income through taxation. 
Out of this, 12 per cent should be utilised on current expenditure and$ 
per cent on capital investments in the public sector. 

The second purpose of taxation (of providing incentives to private 
enterprise) involves the types of taxation and the rates to be levied. 
Progressive direct taxes on personal incomes, wealth, expenditure, etc. 
should be so levied that they do not adversely affect the incentives to 
work, save and invest. They should aim at reducing the tendency of the 
wealthy class to conspicuous consumption, capital flight, hoarding, and 
speculation. The decision about rates of taxes is, however, the most 
ticklish problem, for if cannot be said with definiteness which rate will 
encourage or discourage private enterprise. 

Indirect taxes also provide incentives for development by reducing 
consumption and encouraging the masses to save more. Moreover, such 
taxes help in collecting funds which cannot be otherwise collected from 
the mass of the people. High rates on luxuries and low rates on articles 
of consumption are the most accepted principles of indirect taxes. 
Besides, import duties on luxury articles restrict their consumption and 
at the same time bring revenue to the state for productive investment. 
Taxation of export incomes and levying of export duties on agricultural 
and industrial raw materials are other fruitful sources of development 
finance. 

Public borrowing is also a useful tool for diverting resources from 
unproductive to productive channels. But its scope is limited in 
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underdeveloped countries because of the low levels of income and 
savings, and high propensity to consume. Besides, there is the lack of 
organised money and capital markets. To make public borrowing a 
success, concerted campaign by propaganda and social education is 
essential Further, a network of intermediate agencies should be set up 
in the form of savings banks, commercial banks, insurance companies, 
unit trusts, social security institutions and a well-organised bill market. 
Nurkse also suggests froced loans if voluntary public borrowing does not 
succeed 

(«) Inflation. If sufficient funds are not forthcoming for capital 
formation, inflation is the most potent measure. It is regarded as a 
hidden or invisible tax. When prices rise, they reduce consumption and 
thus divert resources from current consumption to investment. The 
government creates inflation by issuing more currency into circulation 
to meet its requirements. But inflation raises savings at the cost of the 
standard of living of the masses. The fixed income groups are the most 
hard hit. Discontentment increases among the masses, unions fight for 
higher wages and productivity is adversely affected. Rising prices and 
costs also rednce exports to world markets. Thus inflation, as a method 
for capital formation, brings more harm than benefit unless counter- 
inflationary measures are adopted by the government. 

(x) Profits of Public Corporations. The government can also mobilise 
domestic savings for productive investment by establishing public 
corporations. Public corporations receive funds in the form of equity 
capital and bonded debt from the open market, and in countries like 
India, directly from the government. They also obtain foreign loans or 
collaborate with foreign enterprises. Public corporations are a substitute 
for private enterprise in underdeveloped countries. They generally uti- 
lise their resources as a revolving fund. But in certain underdevelop- 
ed countries where public corporations are established as state 
enterprises, their profits are utilised for capital formation. This is being 
done in the case of public enterprises set up by the Central and State 
Governments in India. In many underdeveloped countnes like India, 
Philippines, Columbia and Brazil, public corporations have been set up 
for financing the establishment and running of private enterprises 
Similarly, they have been formed as investment trusts The establish- 
ment of such varied public corporations helps organise capital and 
money markets for the mobilisation of domestic savings for capital 
formation. 

(xj) Utilisation of the Disguised Unemployment According to 
Nurkse, one of the important sources of capital formation is the 
concealed saving potential contained in rural underemployment in 
overpopulated underdeveloped countries. The disguised unemployed 
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workers contribute practically little or nothing to output, i.e., their 
marginal productivity is zero or negligible. Such unproductive workers 
can be removed from the land without a fall in agricultural output and 
employed on various capital projects such as irrigation, roads, house 
building, etc., and they can be a fruitful source of capital formation. The 
newly employed workers can be provided simple tools from the farms by 
the reorganisation of agriculture or by importing them from abroad or 
by getting the same made by the workers. It is, however, assumed that 
food will continue to be provided to the newly employed workers by 
their relative-workers on the farms without any transport costs and at 
the same time maintaining their own consumption level. In this way, 
mobilization of the disguised unemployed as saving potential becomes 
self-financing. Nurkse’s view precludes the payment of wages to 
workers. If wages are paid to workers they will spend them on foodstuffs 
and thus raise the incomes of the agriculturists working on the farms. 
This increased income can be taxed to finance the investment projects. 
When the investment projects are completed, they will tend to raise 
output and income which can also be taxed and utilised for further 
investment. 10 

(2) External Sources. Domestic sources for capital formation are 
required to be supplemented by the following external sources: 

(/) Foreign Aid. In the absence of adequate domestic resources for 
capital formation, it is necessary to import foreign capital in the form of 
loans and grants from advanced countries without any ‘strings.’ But the 
best course is to start joint ventures whereby foreign investors bring 
technical know-how along with capital, and they train local labour and 
enterprise. Capital can also be imported indirectly by paying for through 
exports. This is the best policy because exports pay for imports. But it is 
not possible for a backward economy to increase its exports to the level 
of capital imports in the initial stage of development. 

(JO Restriction of Imports. Another important external source of 
capital formation is the restriction of consumption imports. All luxury 
imports should be restricted and the foreign exchange so saved should 
be utilised in importing capital goods. This measure can be successful 
only if the domestic income saved on imported consumer goods is not 
utilised on luxury and semi-luxury goods manufactured at home. If 
consumers start spending more on domestic consumer goods, the 
increase in the import of capital goods will be offset by reduction in 
domestic investment because resources will be diverted from domestic 
capital production to increased spending on consumer goods. An 
increase in domestic saving is, therefore, essential if the restriction of 

These infernal measures are discussed in greater detail in the subsequent chapters. 
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luxury imports is to lead to an increase m net capital formation. 

(ui) Favourable Terms of Trade. Similarly, if the terms of trade move 
in favour of an underdeveloped country, it is in a position to import 
large quantities of capital goods. To take advantage of the favourable 
terms of trade, it is essential that the increase in domestic income due to 
larger export earnings should be saved and invested productively. If the 
extra income thus earned is spent on consumer goods, new saving will 
not take place for capital formation. Since improvement in the terms of 
trade is not an automatic source of capital formation, Nurkse suggests 
that this saving should be extracted through taxation ‘to give the country 
a command over additional imports of investment goods.’ 

Conclusion. Capital formation is thus an important determinant of 
economic development It would be, however, an over-simplification to 
regard economic development as a matter of capital formation alone, 
neglecting political, social, cultural, technological, and entrepreneurial 
factors. 
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ROLE OF AGRICULTURE AND INDUSTRY IN 
ECONOMIC DEVELOPMENT 


AGRICULTURE AND ECONOMIC DEVELOPMENT 

The contribution of agriculture to economic development lies in: (i) 
providing more food to the rapidly expanding population; (it) increasing 
the demand for industrial products and thus necessitating the expansion 
of the secondary and tertiary sectors; (hi) providing additional foreign 
exchange earnings for the import of capital goods for development 
through increased agricultural exports; (/v) increasing rural incomes to 
be mobilized by the state; (v) providing productive employment; and 
(vi) improving the welfare of the rural people. We discuss these one by 
one. 

In LDCs, food production dominates the agricultural sector. When 
output expands with increased productivity, it increases the income of 
the farmers. Rise in per capita income leads to substantial rise in the 
demand for food. In such economies, the income elasticity of demand 
for food is very high. It usually ranges between 0.6 and 0.8 per cent. 
Moreover, the increase in the growth rate of population due to a rapid 
decline in the mortality rates and slow reduction in fertility rates tends 
to raise further the demand for food. Besides, the demand for food 
increases with the expansion of population in towns and industrial areas. 
Taking these factors into consideration, the increase in farm output 
should be at a higher rate than the rate of increase of food demand. In a 
situation where the increased production of agricultural commodities 
lags behind the growth in demand for them, there will be a substantial 
rise in food prices. To offset domestic shortage and prevent rise in 
prices, food may be imported from abroad but it can be at the cost of 
capital goods needed for development. The state may also introduce 
price controls, rationing and compulsory food collection. All this 
emphasizes the importance of increase in food production in LDCs. 

A rise in rural purchasing power, as a result of the increased 
agricultural surplus, is a great stimulus to industrial development. The 
market for manufactured goods is very small in an underdeveloped 
country' where peasants, farm labourers and their families, comprising 
typically two-thirds or four-fifths of the population, are too poor to buy 
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any factory goods in addition to whatever little they already buy. There 
is lack of real purchasing power reflecting the low productivity in 
agriculture . 1 The basic problem thus is low investment-returns caused 
by the small size of the market. Increased rural purchasing power 
caused by expansion of agricultural output and productivity will tend to 
raise the demand for manufactured goods and extend the size of the 
market. This will lead to the expansion of the industrial sector. 
Moreover, the demand for such inputs as fertilizers, better tools, 
implements, tractors, imgational facilities in the agricultural sectors will 
lead to the greater expansion of the industrial sector. Besides, the 
means of transport and communications will expand when the agricultu- 
ral surplus is to be transported to urban areas and manufactured goods 
to the rural areas. The long-run effect of the expansion of the secondary 
and tertiary sectors will be towards higher profits in them whether they 
are operated in the private or the public sector. These profits will tend 
to increase the rate of capita! formation through their reinvestment. 
This is what Kuznets calls the “market contribution” of agriculture 
when it trades with others. 

Underdeveloped countries mostly specialise in the production of a 
few agricultural goods for exports. As output and productivity of the 
exportable goods expand, their exports increase and result in larger 
foreign exchange earnings. Thus agricultural surplus leads to capital 
formation when capital goods are imported with this foreign exchange. 
As development gains momentum due to industrialization, the propor- 
tion.'of agricultural exports in country’s total exports is likely to fall as 
they are needed in larger quantities for domestic production of imported 
articles Such articles are import substitutes and conserve foreign 
exchange. Similarly, increased marketed surplus of foodgrains leads to a 
net saving of foreign exchange, as the economy tries to achieve the goal 
of self-sufficiency in food production Larger production of food and 
export crops not only conserve and earn foreign exchange but also lead 
to the expansion of the other sectors of the economy. Foreign exchange 
earnings can be used to build the efficiency of other industnes and help 
the establishment of new industries by importing scarce raw materials, 
machines, capital equipment and technical know-how. Kuznets calls it 
the “product contribution” of agriculture which first augments the 
growth of net output of the economy, and second, the growth of per 
capita output. 

,An underdeveloped country needs large amount of capital to finance 
the creation and expansion of the infrastructure and for the develop- 
ment of basic and heavy industries. In the early stages of development, 

'R. Nurkse, Pa firms of Trade and Development 
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Agriculture also expands and diversifies employment opportunities in 
rural areas. As agricultural productivity and farm income increase, 
non-farm rural employment expands and diversifies. Landless and 
marginal farmers are primarily engaged in non-agncultural pursuits 
which include the manufacture of textiles, furniture, tools, handicrafts, 
leather and metal working; processing, marketing, transport, repair 
work; construction of houses and other buildings; education, medicine 
and other services AI! these activities satisfy local demand. 

Lastly, increase in rural incomes as a result of the agricultural surplus 
tends to improve rural welfare. Peasants start consuming more food 
especially of a higher nutritional value in the form of superior quality 
cereals, eggs, ghee, milk, fruits, etc. They build better houses fitted with 
modem amenities like electricity, furniture, radio, fan, etc. Provide 
themselves with bicycles, motor cycles, watches, readymade garments, 
shoes, etc. They also receive direct satisfaction from such services as 
schools, health centres, irrigation, banking, transport and communica- 
tion facilities. Thus increased agricultural surplus has the effect of 
raising the standard of living of the mass of rural people. 

ROLE OF INDUSTRIALISATION 

Industrialisation is the process of manufacturing consumer goods and 
capital goods and of creating social overhead capital in order to provide 
goods and services to both individuals and businesses. As such 
industrialisation plays a major role in the economic development of 
LDCs. 

Industrialisation is a pre-requisite for economic development as the 
history of advanced countries shows. For development, the share of the 
industrial sector should rise and that of the agricultural sector decline. 
This is only possible through a policy of deliberate industrialisation. As 
a result, the benefits of industrialisation will “trickle down” to the other 
sectors of the economy in the form of the development of agricultural 
and service sectors leading to the rise in employment, output and 
income. 

In overpopulated LDCs there is overcrowding on the land, holdings 
are subdivided and fragmented, and farmers practise traditional 
agriculture. For rapid development, LDCs cannot afford to wait for 
changes in farm practices to take place. Therefore, LDCs must begin 
with industrial development to supply fertilisers, farm machinery and 
other inputs so as to increase efficiency on the farm. 

Again, industrialisation is necessary in order to provide employment 
to the underemployed and unemployed in the agricultural sector. In 
overpopulated LDCs, large number of people are underemployed or 
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capital can be provided by increasing the marketable surplus from the 
rural sector without reducing the consumption levels of farm popula- 
tion. According to Johnston and Mellor, “An increase in agricultural 
productivity implies some combination of reduced inputs, reduced 
agricultural prices or increased farm receipts .” 2 Labour as the principal 
input can be a source of capital formation when it is reduced on the farm 
and employed in construction works. But the possibility of utilising 
unskilled surplus farm-labour on capital projects requiring skilled 
labour is limited. The second possibility of increasing capital formation 
through reduced agricultural prices is also not feasible in the early stages 
of development when the rise in prices is inevitable. Reduction in 
agricultural prices is possible in the long-run but democratic countries 
may not be able to follow this policy for political reasons. A more 
practicable solution is to stabilise the prices of farm products. The third 
possibility of increasing farm receipts is perhaps the best way of capital 
formation. This can be done by mobilising increased farm incomes 
through agricultural taxation, land taxes, agricultural income tax, land 
registration charges, school fees, fee for providing agricultrual technical 
services and other types of fees that cover all or part of the cost of 
services provided to the farm population. But “political and institutional 
problems make it difficult to translate the increased potential for saving 
and capital accumulation, made possible by increased agricultural 
productivity, into an actual increase in investment,” in underdeveloped 
countries. According to Wald, special assessments have had their widest' 
application in the United States. In view of the fact that they are 
specially designed for financing such development projects as irrigation 
works, flood control system and certain classes of roads, all of which are 
extremely important for underdeveloped countries .” 3 Except for 
betterment levy in a few states no other assessment exists in India. 
Earnings from land revenue are on the decline and agricultural income 
tax is not favoured due to political reasons. Wald, therefore, warns 
underdeveloped countries like India that “the penalties of too light 
taxation of agriculture are a stagnating farm sector, a financially starved 
public sector and a retarded rate of economic growth in the country as a 
whole.” Thus in countries where agriculture dominates, the taxation of 
agriculture in one form or another is essential for mobilising agricultural 
surplus in order to accelerate economic development. Kuznets calls it 
the factor contribution” of agriculture when there is a transfer of 
resources to other sectors, these resources being productive factors. 

A.ER J s5te 0 mber d \%l ^ ^ ° f Agriculture in Economic Development’, 

3 H.P. Wald, op, cit. 
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Agriculture also expands and diversifies employment opportunities in 
rural areas. As agricultural productivity and farm income increase, 
non-farm rural employment expands and diversifies. Landless and 
marginal farmers are primarily engaged in non-agricultural pursuits 
which include the manufacture of textiles, furniture, tools, handicrafts, 
leather and metal working; processing, marketing, transport, repair 
work; construction of houses and other buildings; education, medicine 
and other services. All these activities satisfy local demand. 

- Lastly, increase in rural incomes as a result of the agricultural surplus 
tends to improve rural welfare. Peasants start consuming more food 
especially of a higher nutritional value in the form of superior quality 
cereals, eggs, ghee, milk, fruits, etc. They build better houses fitted with 
modem amenities like electricity, furniture, radio, fan, etc. Provide 
themselves with bicycles, motor cycles, watches, readymade garments,- 
shoes, etc. They also receive direct satisfaction from such services as 
schools, health centres, irrigation, banking, transport and communica- 
tion facilities. Thus increased agricultural surplus has the effect of 
raising the standard of living of the mass of rural people. 

ROLE OF INDUSTRIALISATION 

Industrialisation is the process of manufacturing consumer goods and 
capital goods ana of creating social overhead capital in order to provide 
goods and services to both individuals and businesses. As such 
industrialisation plays a major role in the economic development of 
LDCs. 

Industrialisation is a pre-requisite for economic development as the 
history of advanced countries shows. For development, the share of the 
industrial sector should rise and that of the agricultural sector decline. 
This is only possible through a policy of deliberate industrialisation. As 
a result, the benefits of industrialisation will “trickle down” to the other 
sectors of the economy in the form of the development of agricultural 
and service sectors leading to the rise in employment, output and 
income. 

In overpopulated LDCs there is overcrowding on the land, holdings 
are subdivided and fragmented, and fanners practise traditional 
agriculture. For rapid development, LDCs cannot afford to wait for 
changes in farm practices to take place. Therefore, LDCs must begin 
with industrial development to supply fertilisers, farm machinery and 
other inputs so as to increase efficiency on the .farm. 

Again, industrialisation is necessary in order to provide employment 
to the underemployed and unemployed in the agricultural sector. In 
overpopulated LDCs, large number of people are underemployed or 



338 


The Economics of Development and Planning 


disguised unemployed whose marginal product is zero or negligible. 
They can be transferred from agriculture to industry with little or no loss 
in agricultural output. Since the marginal product of labour is higher in 
industry than in agriculture, transferring such workers to the industrial 
sector will raise aggregate output. Thus overpopulated LDCs have no 
choice but to industrialise. 

Industrialisation is also essential in LDCs because it brings increasing 
returns and economies of scale while agriculture does not. “These 
economies reside in training, stimulating communication, interaction 
within industry (inter-sectoral linkages), demonstration effects in 
production and consumption, and so on. Rural speiety tends to be 
stagnant, urban society dynamic. Since industrialisation brings urbanisa- 
tion, it is superior to the stimulation of agriculture.” 

Further, the LDCs need industrialisation to free themselves from the 
adverse effects of fluctuations in the prices of primary products and 
deterioration in their terms of trade. Such countries mainly export 
primary’ products and import manufactured goods. The prices of 
primary products have been falling or remaining stable due to pro- 
tectionist policies of advanced countries, while the prices of manufac- 
tures have been rising. This has led to deterioration in the terms of trade 
of the LDCs. For economic development, such countries must shake off 
their dependence on primary products. They should adopt import 
substituting and export-oriented industrialisation. 

The case for industrialisation in the LDCs also rests on the 
psychological boost which such a policy provides to their citizens in 
marching towards modernisation. Industrialisation is viewed as a matter 
of pride by every LDC, for it implies using the new technology, new and 
diverse skills, larger enterprises and more large cities. Moreover, 
incomes rise rapidly in the industrial sector which are saved and invested 
for creating more demand for goods and services. Since industrialisation 
is followed by urbanisation, employment opportunities and incomes 
increase. 

People enjoy the fruits of modernisation in the form of a variety of 
goods and services available in urban centres due to industrialisation. 
These also affect the rural sector through the demonstration effect. 
Thus industrialisation tends to raise the living standards and promotes 
social welfare. 

Finally, industrialisation brings social transformation, social equality, 
more equitable distribution of income and balanced regional develop- 
ment in the process of economic development. 

A Critical Appraisal. The policy of industrialisation followed by the 
LDCs in the early phase of their development has not brought the 
expected economic and cnrinl r» „j =_ 
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equalities of income and wealth, unemployment, and regional im- 
balances. Even the pace of development has been uneven with the 
neglect of the growth of other sectors. Moreover, industrialisation has 
created such serious problems as: “(1) rural stagnation, (2) the 
mushrooming growth of the urban underclass, (3) education poorly 
geared to the development needs, (4) organisational “power failures” in 
government bureaucracies, and (5) excessively high rates of growth of 
the population and the labour force.” 4 

Therefore, economists have veered round to the view that there is no 
basis for the argument that 'development should be launched with 
industrialisation. Rather, the process of development should be 
interwoven with the harmonious growth of agriculture and industry. In 
fact, in most LDCs successful industrialisation has been supported by 
sustained agricultural development. 

Interrelationships between Agricultural and Industrial Development 

Debates have centred around the relative importance to be assigned 
to agriculture versus industry. But this dichotomy is often overdrawn. 
Experience has shown the limitations of overemphasising industrialisa- 
tion, and it is increasingly recognised that agricultural progress must 
have a vital role in the development process. The earlier confrontation 
of industrial development versus agriculture has been shown to be a 
false issue, and the concern now is rather with the interrelationships 
between industry and agriculture and the contribution that each can 
make to the other.” 

In the LDGs, more people are engaged in agriculture for f e 
livelihood than in the industrial and other sectors of the 
Agricultural growth provides food for the growing non-agneu ^ 
labour force and raw materials for agro-based industries. sf! ™ U . |)uc 
domestic demand for industrial goods, increases savings and tax rc ^ { > 
to be utilised for further development, earns more foreign exc * ^ 
finance imports of capital, intermediate goods and raw ma en 
industrialisation, and facilitates the development of to hour- ui 
village, small and medium industries in rural and urban area.v 

Since agriculture provides employment to moot than 7V per cen 
the population in the early stages c f development, mcreaws m 
agricultural production and productivity raise rural incomes. Rasing 
rural incomes have strong multiplier effects m that drey increase ^ __ 
demand for domestic non-agriculfural goods and services which, m t* 
increase the incomes of those providing the goods and sec*^ - 


*Clark Kerr, et at , “Postscript to ImissinaiiMOCo aod Iivitisniai 
1971. 
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As rural incomes rise due to increasing agricultural yields, the 
increase in the domestic demand for industrial goods brings rapid gains 
in industrialisation. Besides, increases in industrial output of consumer 
goods needed by the rural population, the output of fertilisers, 
pesticides, agricultural tools, implements, and other intermediate 
manufactured goods required by the farm sector also increases. 
Moreover, with the diversification of agricultural activities, a number of 
labour-intensive village and small enterprises are set up in the rural 
areas. These provide further fillip to industrialisation. 

When there is agricultural progress, some of the resources for 
industrialisation come from agriculture. In fact, increased agricultural 
productivity implies a large marketable surplus and a redistribution of 
income in favour of the rural sector. Industrialisation requires the 
reallocation of funds towards the modem sector along with rising 
agricultural incomes. Rising farm incomes are mopped up through land 
taxes and betterment levies, and the mobilisation of rural savings 
through savings drives and such financial institutions as cooperative 
banks, rural banks, etc. They play an important part in channelising 
rural savings for industrialisation. 

Increasing yields of agricultural products for exports help finance 
large imports of raw materials, intermediate and capital goods for 
industrial production. Similarly, by raising their food production, the 
LDCs save the foreign exchange for industrial development. 

On the other side, industrialisation favourably affects agricultural 
development in a number of ways. 

First, with industrialisation incomes rise rapidly which increase the 
demand for such agricultural commodities as milk, vegetables, eggs, 
poultry, etc. Since the production of such commodities is labour 
intensive, agricultural production is greatly increased without enlarging 
farm acreage. This, in turn, prorides more work to the rural population 
and raises incomes. 

Second, industrialisation increases the availability of capital for the 
agricultural sector which helps in modernising agriculture and raising 
farm output. 

Third, industrialisation followed by urbanisation opens vast job 
opportunities to the rural people who remit money back to the home. 
This is. in turn, utilised for buying inputs for farming or raising cattle, 
poultry, fisheries, etc. With improved means of transportation due to 
industrialisation, markets expand which facilitate the sale of such 
agricultural products at remunerative prices in the towns. Moreover, 
rural people firing in villages near the towns and cities who work in city 
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establishments also continue various part-time jobs at home which 
further raise their incomes. 

Fourth, when urbanisation follows industrialisation, it provides larger 
facilities for education, travel and contact with new things and ideas 
which widen the horizon of the rural people, change their attitudes 
towards life and lead to modernisation. 

Finally, industrialisation provides a wide and expanding range of 
consumer goods which encourages the agriculturists to increase farm 
produce. This, in turn, tends to raise their incomes to enable them to 
buy the consumer goods. 

Thus both agricultural and industrial development are interrelated 
and each affects the growth of the other m ways mentioned above. The 
LDCs should, therefore, achieve the harmonious development of 
agriculture and industry for a steady growth of the economy. 
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MONETARY POLICY IN ECONOMIC 
DEVELOPMENT 


MEANING AND IMPORTANCE 

Monetary policy refers to the policy of the monetary authority of a 
country with regard to monetary matters. It may be defined as that 
policy which deals with: (a) “the controls of financial institutions; (b) 
active purchases and sales of paper assets by the monetary authority as a 
deliberate attempt to effect changes in money conditions; and (c) 
passive purchases and sales of paper assets resulting from the main- 
tenance of a particular interest rates structure, the stability of security 
prices, or meeting other obligations and commitments." 1 Monetary’ 
policy in an underdeveloped country plays an important role in 
accelerating development by influencing the cost and availability' of 
credit, by controlling inflation, and by maintaining balance of payments 
equilibrium. As development gains momentum, an appropriate monet- 
ary policy is all the more essential to provide an elastic credit supply to 
meet the requirements of a growing volume of trade, a rapidly 
increasing population, and an expanding monetized sector. 

Main Features of Monetary Policy 
According to Dr J.D. Sethi, monetary policy can be taken to function 
in the following directions: (/) To have and also to make use of a most 
suitable interest rate structure, (if) To achieve a correct balance 
between the demand for and supply of money, (ni) The provision of 
proper credit facilities for a growing economy and stopping its undue 
expansion; and also the channeling of credit to users as consistent with 
pre-planned investment, (iv) The creation, working and expansion of 
financial institutions, (v) Debt management.' These features of mone- 
tary policy in an underdeveloped country are discussed below: 

1. Creation and Expansion of Financial Institutions. One of the aims 
of monetary' policy in an underdeveloped country is to improve its 
currency and credit system. More banks and financial institutions should 

*J.D. Sethi, Problems of Monetary Policy in an Und:nlc\-cloxd Countn- 
■ Ibid ., p. 94. 
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be set up to provide larger credit facilities and to divert voluntary 
savings into productive channels. Financial institutions are localised in 
big cities in underdeveloped countries and provide credit facilities to 
estates, plantations, big industrial and commercial houses. In order to 
remedy this, branch banking and unit banking should be extended to 
rural areas to make credit available to peasants, small businessmen and 
traders. For an effective monetary policy, however, the existence of a 
strong and powerful central bank is a necessary condition. In underde- 
veloped countries, the commercial banks provide only short-term loans. 
Credit facilities in rural areas are mostly non-existent. The only source is 
the village money-lender who charges exorbitant interest rates. Besides, 
there are no properly organised and developed stocks and securities 
markets. To remove these shortcomings, the central bank should play a 
dominant role in shaping a country’s monetary policy. 

The central bank acts as the fiscal agent of the government and thus 
manages the public debt. It issues government bonds and securities itself 
and through other commercial banks in the country. Since there is no 
well-established bill market in an underdeveloped country, it is the 
central bank which can set up and organise a stocks and securities 
market. 

The hold of the village money-lender in rural areas can only be 
slackened if new institutional arrangements are made by the central 
bank in providing short-term, medium-term and long-term credit at 
lower interest rates to the cultivators. A network of co- 
operative credit societies with apex banks financed by the central bank 
can help solve the problem. With the vast resources at its command, the 
central bank can also help in establishing industrial banks and financial 
corporations in order to finance large and small industries 

Lastly, the central bank acts as the guardian of the money market. It 
has sufficient powers to control commercial banks as it desires. ‘Central 
bank control of commercial banks "is a chief weapon of monetary 
policy. It can induce banks to make more medium and fong-term loans 
by providing rediscounting facilities. 

But ‘monetary and financial institutions in themselves cannot be 
expected to be the primary and active movers of development in credit 
sense: Given the fundamental stimulus which comes from enterprise 
and entrepreneurship, the monetary system must then be sufficiently 
reisponsive to the stimuli that arise as development gains momentum."' 

2. A Suitable Interest Rate Policy. In an underdeveloped country the 
interest rate structure stands at a very high level There are also va<t 

3 Ibid , p. 103. 
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disparities between long-term and short-term interest rates and between 
interest rates and different sectors of the economy. The existence of 
high interest rates acts as an obstacle to the growth of both private and 
public investment in an underdeveloped economy. A low interest rate 
is, therefore, essential for encouraging private investment in agriculture 
and industry. Since in an underdeveloped country businessmen have 
little savings out of undistributed profits, they have to borrow from the 
banks or from the capital market for purposes of investment and they 
would borrow only if the interest rate is low. A low interest rate policy is 
also essential for encouraging public investment. A low interest rate 
policy is a cheap money policy. It makes public borrowing cheap, keeps 
the cost of servicing public debt low, and thus helps in financing 
economic development. Even from the point of view of foreign 
investors, the availability of cheaper money for ‘complimentary funds” 
encourages private foreign investments. But a low interest policy is not 
an unmixed blessing in an underdeveloped country. It .has certain 
disadvantages. It encourages borrowing and investment for speculative 
purposes and thus hinders the financing of productive investments. A 
low interest rate on government bonds makes them unattractive to the- 
investors who are solely guided by the profit motive. A low interest rate 
also adversely affects the growth of saving in the economy. 

In order to discourage the flow of resources into speculative 
borrowing and investment, the central bank should follow a policy of 
discriminatory' interest rates, charging high rates for non-essential and 
unproductive loans and low rates for productive loans. But this does not 
imply that savings are interest-elastic in an underdeveloped economy. 
Since the level of income is low in such economies, a high rate of interest 
is not likely to raise the propensity to save. In the context of economic 
growth, as the economy develops, a progressive rise in the price level is 
inevitable. The value of money falls and the propensity to save declines 
further. Money conditions become tight and there is a tendency for the 
rate of interest to rise automatically. This would result in inflation. In 
such a situation any effort to control inflation by raising the rate of 
interest would be disastrous. Cheap money policy may thus lead to 
inflation if it is not accompanied by strict physical controls. A stable 

price eve is, therefore, essential for the success of a low interest rate 
policy. 


3. Debt Management. Debt management is one of the important 
functions of monetary policy in an underdeveloped country. It aims at 
proper timing and issuing of government bonds, stabilizing their prices 
minimizing the cost of servicing public debt. It is the central bank 


5 J.D. Sethi. 


op. at., pp. 94-97. 
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which undertakes the selling and buying of government bonds and 
making timely changes in th structure and composition of public debt. 
The primary aim of debt management “is to create conditions in which 
public borrowing can increase from year to year and on a,big scale 
without giving any jolt to the system. And this must be on cheap rates to 
keep the burden of the debt low." 6 . , 

In order to strengthen and stabilize the market for government bonds, 
the policy of low interest rates is essential. For, a low rate of interest 
raises the price of government bonds, thereby making them, more 
attractive to the public and giving an impetus to the public borrowing 
programmes of the government. The maintenance of structure of low 
interest rates is also called for minimizing the cost of servicing the 
national debt. Further, it encourages funding of debt by private firms. 
Dr Sethi opines that to make the rate of interest play an active and 
useful role in any single market, the government should offer a wide 
range of securities. He maintains that if there is no demand for them, as 
is the case in an underdeveloped country, then the basic function of debt 
management policies is to create their demand. 

However, the success of debt management, as an instrument of 
monetary policy, would depend upon the existence of well-developed 
money and capital markets in which wide range of securities exist both 
for short and long periods. To the extent these factors are absent, debt 
management becomes an Herculean taskin an underdeveloped country 

4. Proper Adjustment between Demand for and Supply of Money. 
Monetary policy is an important instrument in bringing about a proper 
adjustment between demand for and supply of money. An imbalance 
between the two will be reflected in the price level A shortage of money 
supply will inhibit growth while an excess of it will lead to inflation. As 
the economy develops, the demand for money is likely to go up due to 
gradual monetization of the non-monetized sector, the increase in 
agricultural and industrial production and prices. The demand for 
money for transaction and speculative motives will also rise. So the 
increase in money supply will have to be more than proportionate to the 
increase in the demand for money in order to avoid inflation There is, 
however, the likelihood of increased money supply being used for 
speculative purposes, thereby inhibiting growrth and causing inflation 
The monetary authorities should control the uses of money and credit 
by an appropriate monetary policy and control speculative activities 
through direct physical controls. Thus in an underdeveloped economy, 
the supply of money and credit should be controlled in such a way that 
the price level is prevented from rising without affecting investment and 
production adversely. 

* Ibid . pp- 106-107. 
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disparities between long-term and short-term interest rates and between 
interest rates and different sectors of the economy. The existence of 
high interest rates acts as an obstacle to the growth of both private and 
public investment in an underdeveloped economy. A low interest rate 
is, therefore, essential for encouraging private investment in agriculture 
and industry. Since in an underdeveloped country businessmen have 
little savings out of undistributed profits, they have to borrow from the 
banks or from the capital market for purposes of investment and they 
would borrow only if the interest rate'is low. A low interest rate policy is 
also essential for encouraging public investment. A low interest rate 
policy is a cheap money policy. It makes public borrowing cheap, keeps 
the cost of servicing public debt low, . and thus helps in financing 
economic development. Even from the point of view of foreign 
investors, the availability of cheaper money for ‘complimentary funds” 
encourages private foreign investments. But a low interest policy is not 
an unmixed blessing in an underdeveloped country. It .has certain 
disadvantages. It encourages borrowing and investment for speculative 
purposes and thus hinders the financing of productive investments. A 
low interest rate on government bonds makes them unattractive to the. 
investors who are solely guided by the profit motive. A low interest rate 
also adversely affects the growth of saving in the economy. 

In order to discourage the flow of resources into speculative 
borrowing and investment, the central bank should follow a policy of 
discriminatory interest rates, charging high rates for non-essential and 
unproductive loans and low rates for productive loans. But this does not 
imply that savings are interest-elastic in an underdeveloped economy. 
Since the level of income is low in such economies, a high rate of interest 
is not likely to raise the propensity to save. In the context of economic 
growth, as the economy develops, a progressive rise in the price level is 
inevitable. The value of money falls and the propensity to save declines 
further. Money conditions become tight and there is a tendency for the 
rate of interest to rise automatically. This would result in inflation. In 
such a situation any effort to control inflation by raising the rate of 
interest would be disastrous. Cheap money policy may thus lead to 
inflation if it is not accompanied by strict physical controls. A stable 

price level is, therefore, essential for the success of a low interest rate 
policy. 5 

3. Debt Management. Debt management is one of the important 
Junctions of monetary policy in an underdeveloped country. It aims at 
proper timing and issuing of government bonds, stabilizing their prices 
and minimizing the cost of servicing public debt. It is the central bank 

3 J.D. Sethi, op. tit., pp. 94.97. 



Monetary Policy in Economic Development 


345 


which undertakes the selling and buying of government bonds and 
making timely changes in th structure and composition of public debt. 
The primary aim of debt management “is to create conditions in which 
public borrowing can increase from year to year and on a,big scale 
without giving any jolt to the system. And this must be on cheap rates to 
keep the burden of the debt low.” 6 

In order to strengthen and stabilize the market for government bonds, 
the policy of low interest rates is essential. For, a low rate of interest 
raises the price of government bonds, thereby making them, more 
attractive to the public and giving an impetus to the public borrowing 
programmes of the government. The maintenance of structure of low 
interest rates is also called for minimizing the cost of servicing the 
national debt. Further, it encourages funding of debt by private firms. 
Dr Sethi opines that to make the rate of interest play an active and 
useful role in any single market, the government should offer a wide 
range of securities. He maintains that if there is no demand for them, as 
is the case in an underdeveloped country, then the basic function of debt 
'management policies is to create their demand. 

However, the success of debt management, as an instrument of 
monetary policy, would depend upon the existence of well-developed 
money and capital markets in which wide range of securities' exist both 
for short and long periods. To the extent these factors are absent, debt 
management becomes an Herculean task in an underdeveloped country. 

4. Proper Adjustment between Demand for and Supply of Money. 
Monetary policy is an important instrument in bringing about a proper 
adjustment between demand for and supply of money. An imbalance 
between the two will be reflected in the price level. A shortage of money 
supply will inhibit growth while an excess of it will lead to inflation. As 
the economy develops, the demand for money is likely to go up due to 
gradual monetization of the non-monetized sector, the increase in 
agricultural and industrial production and prices. The demand for 
money for transaction and speculative motives will also me. So the 
increase in money supply will have to be more than proportionate to the 
increase in the demand for money in order to avoid inflation. There is, 
however, the likelihood of increased money supply being used for 
speculative purposes, thereby inhibiting growth and causing inflation. 
The monetary authorities should control the uses of money and credit 
by an appropriate monetary policy and control speculative activities 
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5. Credit Control. Monetary policy should also aim at controlling 
credit in order to influence the patterns of investment and production in 
a developing economy. Its main objective is to control inflationary 
pressures arising in the process of development. This requires the use of 
both quantitative and qualitative methods of credit control. 

Open market operations are not successful in controlling inflation in 
underdeveloped countries. The success of open market operations 
depends on: (a) the existence of a well organised bill market; ( b ) the 
maintenance of fixed cash reserve ratios by the commercial banks; and 
(c) the absence of rediscounting facilities from the central bank. But 
these factors do not operate in such economies. The bill market is small 
and underdeveloped. Commercial banks keep an elastic cash ratio 
because the central bank’s control over them is not complete. They are 
also reluctant to invest in government securities due to their relatively 
low interest rates. Moreover, instead of investing in government 
securities, they prefer to keep their reserve in liquid form such as gold, 
foreign exchange and cash. Only the last condition is operative because 
commercial banks are not in the habit of rediscounting or borrowing 
from the central bank. 

In underdeveloped countries, the bank rate policy is also not so 
effective due to the lack of bills of discount and the habit of the 
commercial banks to keep large cash reserves. Where the central bank is 
more powerful, it is able to influence the market rates by appropriate 
changes in the bank rate. 

The use of the variable reserve ratio as a method of credit control is 
more effective than the open market operations and the bank rate 
policy. Commercial banks are able to create more credit in underde- 
veloped countries as they keep large cash reserves. The central bank can 
check this expansion by raising the compulsory reserve ratio. 

The qualitative credit control measures are, however, more effective 
than the quantitative measures in influencing the allocation of credit, 
and thereby the pattern of investment. In underdeveloped countries, 
there is a strong tendency to invest in gold, jewellery, inventories, real 
estate, etc., instead of in alternative productive channels available in 
agriculture, mining, plantations and industry. The selective credit 
controls are more appropriate for controlling and limiting credit 
facilities for such unproductive purposes. They are 'beneficial in 
controlling speculative activities in foodgrains and raw materials. They 
prove more useful in controlling ‘sectional inflations’ in the economy. 
They curtail the demand for imports by making it obligatory on 
importers to deposit in advance an amount equal to the value of foreign 
currency. This has also the effect of reducing the reserves of the banks" in 
so far as their deposits are-transferred to the central bank in the process. 
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The selective credit control measures may take the form of changing the 
margin requirements against certain types of collateral, the regulation of 
consumer credit and the rationing of credit. 

Of the various quantitative and qualitative methods of credit control, 
the latter are more effective than the former. But reliance on any one 
method would not suffice. Therefore, “along with the qualitative 
methods of credit control not only such methods as: (a) direct control of 
plant and equipment; (b) control of capital issues; (c) discriminatory 
taxes; and (d) control over imports and exports etc., will have to be 
instituted, but direct physical controls over commodity markets will 
have to be brought into make the general control policy a success.” 7 

Conclusion. To conclude with Dr Baljit Singh, “Development of 
banking facilities and savings institutions, reorganization of agricultural 
and industrial credit, integration and improvement of the money 
market, growth of a sound central banking, closing of free markets in 
gold and silver, replacement of hoards and above all currency reforms 
are urgently needed It is only after these deficiencies are made good 
that the monetary apparatus of economically backward countries can 
prove effective in aiding construction and development. If a country 
fails in this task it would either go slow, even stagnate or be compelled 
to switch over its economic system to overall planning and reallocation 
of resources through direct state control.’' 8 


7 Op. at., p 102, Italics mine 

“Baljit Singh, Federal finance and Underdeveloped Economy, p ' 
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MEANING AND IMPORTANCE 

Fiscal policy means the use of taxation, public borrowing, and public 
expenditure by government for purposes of ‘stabilization' or 'develop- 
ment'. The use of fiscal policy for the purpose of promoting economic 
development is of rccc* origin. The Keynesian analysis of fiscal policy 
is applicable to advanced economies. The role of fiscal policy in 
advanced economies is to stabilize the rate of growth. In the context of 
an underdeveloped economy, the role of fiscal policy is to accelerate the 
. rate of capital formation. It is designed as an instrument of economic 
development. In the Keynesian analysis, fiscal measures are used to 
reduce savings and raise the propensity to consume. But an under- 
developed country is confronted with a different problem altogether. In 
such an economy, the propensity to save is extremely low and the 
propensity to consume is very high. What is required is a curb on the 
propensity to consume in order to raise the propensity to save. Thus the 
Keynesian analysis has little relevance to underdeveloped economies. 
As Nurkse puts it, “There is no doubt that Keynes' General Theory has 
a bias against saving and in favour of spending... but one that is 
pernicious when transplanted to the conditions in which the under- 
developed countries find themselves .” 1 

Fiscal policy plays a dynamic role in underdeveloped countries. In 
fact, an extensive use of fiscal policy is indispensable for economic 
development. Fiscal policy, in the words of Nurkse, “assumes a new 
significance in the face of the problem of capital formation in 
underdeveloped countries ." 2 The per capita incomes and savings are 
extremely low in such countries. The few rich indulge in conspicuous 
consumption. A considerable portion of savings is dissipated in 
unproductive channels — in real estates, hoardings, jewellery, gold, 
speculation, etc. Fiscal policy diverts all these into productive channels. 

Nurkse regards the country’s incremental saving ratio— the marginal 
propensity to save— as the crucial determinant of growth . 3 The 

! R. Nurkse, op. tit., p. 14S. 

'[bid., p. 143 
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incremental saving ratio can be raised by government expenditure in 
creating social and economic overheads, banking and credit institutions 
and in. establishing new industries. They will help raise employment, 
output and income levels in the country. Since the flow of voluntary 
savings is meagre in underdeveloped economies taxation is the most 
useful instrument for forced savings. Taxation effectively curtails 
conspicuous consumption and other wasteful expenditure of the ncher 
classes. Thus taxation is an important and useful fiscal instrument for 
reducing private consumption , —id transferring idle resources for capital 
formation by the government. As the LW Report on Taxes and Fiscal 
Policy says, “Fiscal policy is assigned the central task of wresting from 
the pitifully low output of underdeveloped countries sufficient savings to 
finance economic development programmes and to set the stage for 
more vigorous public investment activity.” 4 

In an underdeveloped country where monetary policy alone is 
ineffective due to the existence of underdeveloped money and capital 
markets, fiscal policy can be used an important adjunct to monetary 
policy in accelerating the rate of capital formation. 

Fiscal policy also plays a significant role in the development plans of 
underdeveloped countries. Under planning, a balance has to be 
achieved both in real and money terms. In other words, a physical plan 
has to be matched by a financial plan. “The implementation of the 
financial plan and the achievement of balances in real and money terms 
obviously will have to rely largely on fiscal measures.” 5 

Objectives of Fiscal Policy 

Fiscal policy as a means of promoting economic development aims at 
achieving the following objectives. 6 

1. To Increase the Rate of Investment. Fiscal policy aims at the 
promotion and acceleration of the rate of investment in the private and 
public sectors of the economy. This can be achieved by checking actual 
and potential consumption and by raising the incremental saving ratio 
Fiscal policy should also be used to encourage some and discourage 

*Op at., p. 3. Italics mine. 

5 Raja J Chelhah, Fiscal Pohcy in Underdeveloped Countries, p. 23. Italics mine 

6 The UN, Report on’ ‘Methods of Financing Economic Development in Underde- 
veloped Countries' (p 15) mentions the following four objectives of Fiscal Polio in the 
context of underdeveloped countries: 

To correct excessive or harmful inequalities in the distribution of income and wealth an.! 
in doing so to expand internal markets and reduce unessential imports 
To counteract inflation which might result from economic development 
To provide incentives for desirable types of development projects and thui help m steer 
development into desirable directions 

To increase the total volume of savings available for economic dcYthyrornl * 
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other forms of investment. In order to raise the rate of investment, 
government should,, in the first instance, undertake a policy of planned 
investment in the public sector. This will have the effect of increasing 
the volume of investment in the private sector. But the main problem in 
an underdeveloped country is to find out adequate financial resources 
for investment purposes in the absence of sufficient voluntary savings. 
Measures aimed at curtailing conspicuous consumption and investment 
in unproductive channels can make available some resources. Due to 
the non-availability of enough foreign capital, both private and public, 
the remedy is to raise the incremental saving ratio, the marginal 
propensity to save — through public finance, taxatiomand forced loans. 

Dr R.N. Tripathy 7 8 suggested six methods which the government may 
adopt in order to raise the incremental saving ratio for the mobilisation 
of the requisite volume of developmental finance. They are: (i) direct 
physical controls; (it) increase in the rates of existing taxes; (iii) 
imposition of new taxes; (iv) surplus from public enterprises; (v) public 
borrowing of non-inflationary nature; and (vi) deficit financing. 

Direct physical controls are most effective in curtailing consumption 
and unproductive investment. Though they are difficult to administer in 
an underdeveloped country, direct physical controls are a necessary 
adjunct to fiscal policy. Imposition of new taxes and increase in the rates 
of existing taxes on a progressive scale are also essential. Measures 
which curtail consumption include steeply progressive income taxes, 
luxury import restrictions, high duty on luxury imports, ban on the 
manufacture of luxury and semi-luxury goods at home or restricting 
their use by licensing or by imposing heavy excise duties. In order to 
restrict the use of savings in unproductive investment high progressive 
taxes on windfalls, on unearned incomes, on capital gains, on 
expenditure and real estates, etc., should be levied. Surpluses from 
public enterprises can accrue if they are run efficiently. But due to their 
high cost of operation in the initial stages, they do not lead to surpluses. 
Moreover, there are not many public enterprises to warrant enough 
surpluses in economies. 

We may also add to Dr Tripathy’s suggestions the inflow of external 
assistance to fill the deficiency of domestic savings. External assistance 
should be directed in those channels where private enterprise is not 
•forthcoming. It should also be used to develop private enterprise itself. 
Besides, fiscal policy in the shape of fiscal concessions such as 
investment and depreciation allowances, provision of finance and 
foreign exchange, tax holiday, development rebates, subsidies, etc., can 

7 Nurkse, op. tit., pp. 142-143. 

^Public Finance in Underdeveloped Countries, p. 56. 
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contribute materially to the growth of investment in the private sector of 
the economy.” 9 

Of all the methods, therefore, taxation is the most effective 
instrument of forced savings. Deficit financing in underdeveloped 
countries is 'always inflationary due to the lack of complementary 
resources. Borrowing from the public does not bring enough money to 
the exchequer in the absence of a properly developed capital market. 
Further, it is likely to raise interest rates thus affecting investment 
adversely. 

2. To Encourage Socially Optimal Investment. Fiscal policy should 
encourage the flow of investment into those channels which are 
considered socially desirable. This relates to the optimum pattern of 
investment and it is the responsibility of the state to promote investment 
in social and economic overheads. Investment in transport, communica- 
tions, river and power development, and soil conservation fall under 
economic overheads. While investment in education, public health and 
technical training facilities come under social overheads These tv* 5 
categories of investments lead to external economies They tend tc 
widen the market, raise productivity, and reduce the cost of P n>du f t ^ 

Moreover, the creation of overhead capital is in keeping 
criterion of social marginal productivity. It creates external ^ 
and thereby raises the marginal productivity of private investn*^^/ 
private investment in useful and productive channels is ^ 

But such investments requiring large funds cannot «un^ i 
enterprise which is lacking in initiative and fcapitai *, 

on them cannot be expected to be either quick or dirr^ ^ ,v>* . 
the duty of the state to bear the burden of •* 

economic overheads that will go a long way m 1 " 

capital formation. . '• 

3. To Increase Employment Opportunity*- ^ A 

increasing employment opportunities ard '* ^ *' , v v ' 

underemployment. For this, the state . v- • if,>: 

towards providing social and economv •" , •* ^ , \u?/: 

create* more employment and incre 1 ^' , • * .. 

economy in the long-run. In ur'd" , ^ ^ 

base of rural population, ifiesf*''** .. '' Vfc , .'* 

of community development i”’ ’* * v * ..*>«•'».' w *“ ^ 

head. Besides undertaking _ . s 

government should ate* 1 v>. -•* l- 1 * 5 • " 

days, concessions, 
should be made to c *'*"' 1 ’" " 


9 Jbid , p, ji. 
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finance, and machines connected with them. Expenditure on all these 
short-term and long-term measures will go a long way not only in 
eradicating unemployment and underdevelopment but also in increasing 
employment opportunities. 

In fact, public money will go waste if the growth rate of labour force is 
not checked along with the above measures. Since in underdeveloped 
countries population grows at a very fast rate, the objective of 
increasing employment is closely linked to that of stabilising the growth 
rate of population. Rapid economic development is only possible if the 
rate of increase in employment opportunities and hence in income is 
much higher than the growth rate of population. Fiscal policy should, 
therefore, provide more social amenities with a greater emphasis on 
family planning. Unless population is controlled, the objective of 
increasing employment opportunities cannot be fulfilled. 

4. To Promote Economic Stability in the Face of International 
Instability. Fiscal policy should promote the maintenance of reasonable 
economic stability in the face of short-run international cyclical 
fluctuations. An underdeveloped country is prone to the effects of 
international cyclical fluctuations due to the very nature of its economy. 
It mainly exports primary products and imports manufactured articles 
and capjtal goods. In the event of a fall in the prices of agricultural and 
mineral products in the world market, the terms of trade become 
adverse, foreign exchange earnings decline and national income falls. 
Due to the inelastic nature of the supply of agricultural and mineral 
products, an underdeveloped country cannot take advantage of increas- 
ing its exports when their prices fall. Similarly, it is unable to take 
advantage of a boom in the world market. An improvement in the terms 
of trade is not accompanied by an increase in output and employment. 
On the contrary, increased export earnings are dissipated in conspi- 
cuous consumption, real estate, speculation, etc. They also lead to 
inflationary pressures in the economy. 

Fiscal policy plays a crucial role in maintaining economic stability in 
the face of external and internal forces. In order to minimize the effects 
of international cyclical fluctuations during a boom, export and import 
duties should be levied. Export duties can siphon off the windfall gains 
arising from the rise in world market prices. But heavy import duties on 
consumer goods and luxury import restrictions are also essential to curb 
the use of additional purchasing power. The success of fiscal policy, 
however, depends to the extent luxury import restrictions and export 
and import duties are used for domestic savings and capital formation. 
In a period of recession in the world market, export earnings decline 
considerably and the export goods sector is hit hard. In such a situation, 
government should undertake large public works programmes through 
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deficit financing. But injections of additional purchasing power wcei- 
tend to raise the prices of consumer goods due to their inelastic supply r= 
the short-run. 

Fiscal policy should, therefore, be viewed from a longer perspective- 
It should aim at the diversification of the economy— balanced growth cv 
the various sectors of the economy. In order to reduce the effects o, 
international cyclical movements, a contra-cyclical fiscal policy of defies: 
budgeting during depressions and surplus budgeting during inflation is 
also called for. Such a policy should, however, be supplemented b\ 
appropriate monetary measures. 

5. To Counteract Inflation. Fiscal policy should aim -n't •counteracting 
inflationary tendencies inherent in a developing evvmflttlv In^nch nn 
economy, there is always an imbalance between tbc •dohurvl for nml 
supply of real resources. With increasing injection CirptbcVrim' power 
into the economy the demand rises but the suppi'h reMlveh 

inelastic due to structural rigidities, market tmpcrKeHsvH 'ind 
tlenecks which impede the supply of esseeea! govs.1v OK KmiK to 
inflationary rise in prices. It may also tend tc* tarsi w 

in' the organized sector of the economy which nw jv ?, *ht> NKh up 
costs and thus give a further fillip to the rise in noevv. O • ^*0 

pressure will be still greater if large in^ecmcut> »-» s-vv to IV 
capital goods industry to the neglect of the coo^ >Vv\ *0 

the economy. 

Direct taxes on progressive scale supp>fCKfi‘.v "v '.wn\K*\ 

are one of the effective fiscal measures for cvwi»\ 

pressures in the economy. Such taxes tend v n v cw 

proportion of the rise in money income genma^v p. >v 

process. It is, however, impe rathe that the ta-x 

manipulated that it does not adversely affect •(>; 

aim of fiscal policy is not only to arrest the intlaocv-.:- .s«i, P,h 

also to maintain some measure of staWit^v m !hv»-v 

this, the fiscal role of the government should also »’.v * 

bottlenecks and structural rigidities, JW'XV 4 ).; 


various sectors of the economy, phyvv*'o«V‘*vvKv •- . vn 
their purchase and sale by the yovertiew ••‘v — 
and protection to essential consumer g,\\K ; . 

Above all, for fiscal measures To be cffk't*v V ' -\n 
with monetary measures. The latter hiv, 
controlling credit expansion, mopping up v; w; 
and stimulating voluntary saving T,» <i,». ^ , 

underdeveloped country, fiver! ami mw,,- ‘r... — „ 
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6. To Increase and Redistribute National Income. Lastly, fiscal policy 
should increase national income and redistribute it in such a manner 
that the extreme inequalities of income and wealth are reduced in the 
economy. The importance of removing these inequalities of income and 
wealth can hardly be exaggerated. Extreme inequalities of income and 
wealth create social cleavages, lead to economic and political instability, 
and stand in the way of economic development. On the one hand, the 
few rich roll in wealth and misuse their income on conspicuous 
consumption and inventories, real estate, gold, foreign exchange, 
speculation, etc., while on the other hand, the masses groan under 
abject poverty and misery. The aim of fiscal policy is to remove these 
extreme inequalities and direct these misdirected and misused resources 
into productive channels for economic development. 

The redistributive role of fiscal policy consists in increasing the real 
income of the masses and reducing higher income levels. Direct 
government investment in social and economic overheads tends to 
increase the volume of output, employment and real income in an 
underdeveloped economy. The economic position of the masses 
improves and their standard of living rises. This policy would be all the 
more effective in raising living standard and reducing disparities in 
income if the government launches upon a programme of balanced 
regional development of the different sectors of the economy. 

In order to reduce higher income levels, fiscal policy should include a 
highly progressive and broad-based tax structure. Such a tax structure 
comprises taxation of incomes, wealth, expenditure and estates, etc. It 
should also include a stiff taxation of articles of conspicuous consump- 
tion. But in the interest of economic growth, a redistributive tax policy 
should not impinge on entrepreneurial incomes and thus sap whatever 
little incentive to entrepreneurial activity is to be found in an 
underdeveloped country. A more formidable problem is one of 
implementation and collection of the various direct taxes. Political 
pressures, lack of tax morality and the absence of an efficient and honest 
administration prevent fiscal policy from being an effective instrument 
of income redistribution in such countries. We should not, however, 
forget that one of the important objectives of fiscal policy is not only to 
redistribute income but also to increase national income. The latter is 
dependent on the former. Fiscal policy alone is insufficient to achieve 
these twin objectives fully due to the Jack of a proper atmosphere and 
machinery to enforce and collect the various taxes in an underdeveloped 
country. As Nurkse reminds us: “Not a change in the interpersonal 
income distribution but an increase in the proportion of national income 
devoted to capital formation is the primary aim of public finance in the 
context of economic development.” 10 
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The success of fiscal policy in achieving these objectives depends on: 
(a) the amount of public revenue that it can raise, and ( b ) the amount 
and direction of public expenditure. The important fiscal means by 
which resources can be raised by the government are a budget surplus, 
_ taxation, and borrowing from the public and banks. These means should 
be used in such a way that they lead to economic growth and stability. 

Taxation as the Most Effective 'Instrument of Fiscal Policy 
Of all the means, taxation is perhaps the most effective instrument of 
fiscal policy A budget surplus may be achieved through higher prices 
and tax rates. Borrowing from the public is likely to raise interest rates 
thereby affecting investment adversely While obtaining funds from the 
banks will tend to raise prices and divert resources. The actual efficacy 
of fiscal policy will thus depend on the country’s taxation structure. 
“The importance of taxation is that the state enforces an act of savings, 
whereas the act of investment can be public, private, or a mixed 
institutional arrangement .” 11 As the Economic Bulletin for Asia and the- 
Far East states: “Taxation, therefore remains as the only effective 
financial instrument for reducing private consumption and investment, 
and transferring resources to the government for economic deve- 
lopment .” 12 For the purpose of promoting a country’s economic 
development, taxation may be used to achieve the following objectives: 
(i) To put a curb on consumption and thus transfer resources from 
consumption to investment; (/i) to increase the incentives to save and 
invest; (Hi) to transfer resources from the hands of the public to the 
hands of the government in order to make public investment possible, 
(/v) to modify the pattern of investment, (v) to reduce economic 
inequalities; and above all (v/) to mobilise economic surplus . 13 

Importance of Taxation. We may discuss the role of taxation in 
economic development in the light of these objectives. 

(i) Taxation is the most important instrument in curbing the increased 
demand for consumer goods generated by the development process. As 
. individual incomes increase with development, they tend to raise the 
demand for consumer goods. Direct taxes curtail consumption by taking 
away a part of increased incomes of the higher income groups; while 
indirect taxes on essential commodities and non-essential luxury and 
semi-luxury articles reduce the consumption power of the low income 
groups as well. Thus the government is able to transfer resources 
through taxation from private consumption to public investment. 
Moreover, it is also through taxation that the state is in a position to 

"Meier and Baldwin, op. at , p 386 
1 '^Quoted in Raja J Chelliah, op a't .. p. 55. 
u Ibid , p 53 
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control inflationary pressures within the economy. By draining off a part 
of increased incomes, taxes tend to bring down the total demand so as to 
match the available supply of consumer goods. Since the marginal 
propensity to import is high in such economies, it is necessary' for the 
state to watch that the increased incomes do .not lead to increased 
imports and thus create balance of payments difficulties. Import duties^ 
levied to check imports may bring greater pressure on domestic supplies 
of consumer goods, and accentuate inflationary tendencies. It, there- 
fore, requires a careful and integrated choice of taxes to check 
inflationary pressures and bring stability in the economic system 

(//) Taxation should not merely aim at obtaining larger revenue but 
should also act as an incentive to save and invest. Highly progressive 
direct taxes for raising more finance for public consumption and 
investment expenditure adversely affect the incentives to save and 
invest. Similarly, too many indirect taxes discourage private saving. 
Therefore, taxation should not be regressive in nature. Direct taxes 
should be so levied that while taking away a portion of the increased 
incomes, they leave enough for those who save to invest. In this respect, 
property tax and expenditure tax are better than income tax. The 
former curtail consumption while a high income tax discourages saving 
and investment. Fiscal concessions, such as investment and depreciation 
allowances, tax holiday, tax rebates, etc., should be provided as an 
incentive to investment. Similarly, indirect taxes should curb conspi- 
cuous consumption and be not so heavy as to raise the prices of articles 
to such an extent that their production is affected adversely. Thus 
taxation should provide sufficient incentives to private saving and 
investment. 

(Hi) In an underdeveloped country, taxes are the most efficient way of 
transferring resources to the government for their more productive 
utilisation. In order to break the vicious circle of low income, low saving 
and low investment in such economies, public investment is required to 
be stepped up. Private enterprise is confined to small businesses and a 
few selected large enterprises producing consumer goods. They do not 
generate enough savings to be utilised for reinvestment. Moreover, the 
tendency' is to invest these business savings in unproductive channels, 
such as in gold, real estates, speculative activities, etc. By .levying taxes 
on income, land, property, expenditure, profits, wealth, etc., the 
gosernment can siphon off increased incomes to the treasury for their 
proper utilisation through public investment. Thus taxation helps in 
transferring resources from unproductive to productive channels via 
public investment. 

(iv) Taxation should modify the pattern of investment in the 
economy. We have seen above that one of the functions of taxation in 
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underdeveloped countries is to transfer resources from the private 
sector to the public sector. But this does not mean that taxation is aimed 
• at supplanting private investment. Rather, taxation should encourage 
and redirect private investment into more productive channels.’ The 
government should provide sufficient incentives to private enterprise in 
the form of development rebate, tax holiday, accelerated depreciation 
allowance, etc., so that manufacturing industries are started and 
expanded within the economy. This will lead to larger profits which can 
be ploughed back for investment. Taxes should be such as not to reduce 
the volume of reinvestable funds. On the other hand, tax financed 
public investment should be directed towards the creation of social and 
economic overheads like education, health, transport, power, and other 
•services. Thus taxation should aim at encouraging and strengthening 
private investment along. with public investment. 

(v) One of the important objectives of taxation is to reduce the gap 
between the incomes of the rich and the poor Reduction of inequalities 
of income and wealth require separate measures. Highly progressive 
taxation of total income tends to reduce the consumption ' and 
accumulation of wealth of the rich But such a policy may adversely 
affect productive investment. So when a highly progressive income tax is 
levied on individual* and corporations, it should be accompanied by 
certain exemptions in order to lessen the effects of taxation on business 
investments. To reduce the concentration of wealth in the hands of the 
few rich and inequalities of wealth, progressive taxation of gifts, 
inheritances, and wealth is suggested Such taxes should be so levied 
that they do not lead to dissaving on the part of the tax payers. As 
observed by Professor Kaldor, “In most underdeveloped countries, 
where extreme poverty co-exists with greater inequality in wealth and 
"consumption, progressive taxation is, in the end, the only alternative to 
complete expropriation through violent revolution. It is the only 
alternative instrument for curbing the power of wealth, for mobilising 
resources for developing and for loosening the paralysing hold of 
traditional, social and economic relationship.” Thus progressive taxa- 
tion is essential for removing inequalities of income and wealth. 

(W) Taxation should mobilise economic surplus for development and 
continually enlarge its size. According to Professor Chelliah, in 
Underdeveloped countries agriculture contributes more than half the 
national output and a major part of it goes to the landlords, merchants 
and intermediaries. This is economic surplus which is the difference 
between actual current output and actual current consumption: Such 
surplus may also exist In other sectors of the economy. It is essential that 
in the early stages of development a large part of the surplus be 
mobilised into productive channels. In ' such economies the landlords. 
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merchants and intermediaries are in the habit of investing this surplus in 
jnproductive’ channels like gold, jewellery, real estates, speculative 
activities and conspicuous consumption. Therefore, the government 
should mobilise this surplus through increased land tax, agricultural 
income tax and special assessments like betterment levies for financing 
such development projects as irrigation works, flood control system, 
improved agricultural services, etc. The latter also help in enlarging the 
size of economic surplus by increasing agricultural productivity and 
output. As pointed out by Professor Kaldor, “The taxation of 
agriculture by one means or another has a typical role to play in the 
acceleration of economic development.” 

These objectives of taxation are in keeping with the broader 
objectives of fiscal policy enumerated in the, preceding pages. The 
problem, however, is to build a taxation structure that is conducive to 
the attainment ,of these objectives. In an underdeveloped country the 
taxation base is narrow. So in making a choice among the various types 
and kinds of taxes the state has to take into consideration, besides the 
above objectives, such matters as the country’s taxable capacity, the 
administrative ability to enforce taxes and collect them efficiently and 
justly, and the effect of rising and increasing taxes on the social and 
political structure ,of the country. 

•< 4 t 

Role of Public Borrowing in Economic Development 

Borrowing from the public can be another importance source of 
capital formation in underdeveloped countries. This device is better 
than taxation. Taxation implies forced saving; borrowing is voluntary. 
The tax payer is never happy in paying a tax, for he does not expect to 
get his money back. A lender, on the other hand, gives his money on 
loan of his own accord to receive it back along with interest after a 
stipulated period. Unlike taxation borrowing does not adversely affect 
incentives to save and invest. The lure of interest is always there, to 
increase the incentives instead. 

Public borrowing acts as an anti-inflationary measure by mobilizing 
surplus money in the hands of the people in a developing economy. A 
successful public borrowing programme can be a useful tool of economic 
development by diverting resources from unproductive channels, i.e., 
real , esttes, jewellery, gold, etc., to productive channels. Public 
borrowing is resorted to for specific development projects like power 
generation, irrigation works, roads, railways, etc. Thus it is a useful 
method of financing development projects. 

But the scope of voluntary public borrowings is limited in under- 
developed countries due to low levels of income, low savings and high 
propensity to consume of the masses. The few rich are not likely to be 
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attracted by government loans which are not so lucrative as investment 
in real estates, gold, speculation, etc. The government is also not in a > 
position to borrow much due to the absence of organized money and • 
capital markets. The banking and financial institutions are very few and 
bonds or securities are not so popular. Lastly, popular confidence may ’ 
be lacking in the financial and political stability of the government. 
Domestic borrowing can, however, increase as development 'gains 
momentum whereby incomes and savings tend to rise. In the meantime,' 
certain measures can be adopted to increase the extent of public - 
borrowing by making loans more attractive and by tapping small 
savings. 

Firstly, the government should discourage savings being spent in 
unproductive channels say, gold, jewellery, real estates and on 
ostentatious articles. The masses should be encouraged to save more. 
This can be done by education, propaganda and persuasion. Secondly, 
there ’should be a network of intermediate agencies to attract savings 
from the people. The establishment of savings banks, commercial 
banks, insurance companies, unit trusts, social security institutions, etc., 
can induce people to save more Thirdly, a well-organized bill market 
should be established. There should be a variety of government bonds' 
which would provide better marketability and competitive' rates with 
private issues and through such special features as ready convertibility 
to each, acceptance of government securities at par with gold for tax 
payment by masses. Lastly, the success of public borrowing programme 
will depend on the extent of the confidence people have in the political 
and financial stability of the government. A rising level of real income 
with no threat of inflation will go a long way in making government 
borrowing a success 

Despite all these measures, if sufficient funds are not forthcoming in 
the form of voluntary loans, the government may have to resort to 
compulsory bonowing for the mobilization of resources for capital'' 
formation. Compulsory public borrowing is, therefore, justified in those 
underdeveloped countries where taxation and voluntary borrowing fail 
to bring adequate funds for development to the exchequer. Certain 
sections of the society who dissipate a larger portion of their income In 
unproductive channels or derive special benefits from particular 
development projects may be forced to subscribe to government bonds. 
Nurkse justifies the use of compulsory borrowing in these words, “Since 
individuals are interested not only in their consumption but also in the 
size of their asset holdings, there is a case for forced loans as 
alternative to taxation. They may be little more than tax receipts and [ . 
make a difference to the incentive to work and to produce as was ^ 
during the war period when the unspendable cash > - • • < 



360 


The Economic of Development and Planning 

as a result of rationing thus made consumers feel much better off. 
Forced loans in place of taxation would be a method of forced saving in 
form as well as substance .” 14 But it is not advisable for an underde- 
veloped country to rely on this method of development finance except 
for specific development projects and for a short period. Ultimately 
governments will have to depend on voluntary borrowing. The 
government of India’s voluntary borrowing programme has been a great 
success. 

Role of Public Expenditure in Economic Development 
In underdeveloped countries, private enterprise is reluctant to invest 
in risky channels and where returns on capital are not quick. The few 
rich lack in initiative and enterprise and invest in gold, jewellery, real 
estates, speculative activities, etc. A small number undertakes invest- 
ments in consumer goods industries, plantations and mines. Under the 
circumstances, rapid economic development is only possible through 
public expenditure. It, therefore, devolves on the state to assume the 
responsibility of creating the infrastructure needed for progress. The 
state has larger financial resources and is in a better position to start 
economic and social overheads requiring long gestation periods. The 
role of public expenditure in economic development lies in increasing 
the growth rate of the economy, providing more employment opportu- 
nities, raising incomes and standard of living, reducing inequalities of 
income and wealth, encouraging private initiative and enterprise, and 
bringing about regional balance in the economy. 

Public expenditure on the establishment of heavy and basic goods-, 
industries in the initial periods increases the growth rate of the 
-economy. But investment in the capital goods sector may increase 
production in the long run. Therefore, public expenditure should also 
be directed towards meeting the immediate needs of the economy. Such 
a pattern of public investment is essential to secure a balance between 
the demand and supply of goods in order to prevent inflationary 
tendencies. Public expenditure should, therefore, be directed towards 
increasing agricultural productivity to meet the growing demand for 
goods and raw materials, and increasing the supply of consumer goods 
by encouraging the establishment and expansion of the small industries 
sector which may also provide sufficient employment opportunities. The 
growth rate of the economy can be increased only when public 
expenditure fulfils the short-term and long-term objectives of the 
development plan. 

Public expenditure on economic and social overheads provides larger 
employment opportunities, raises incomes and, above all the produc- 
tive capacity of the economy. When the state starts public works like the 
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construction of roads, railways, power projects, canals, etc., it gives 
employment to millions of unemployed people in underdeveloped 
countries. The provision for such services helps to increase production,, 
trade and commerce. Public expenditure on social overheads like 
education, public health, cheap housing, etc., makes the people 
healthier and efficient. It is the state which can create the “critical 
skills’’ needed for rapid development by investing in human capital. 

Public expenditure also helps in improving the allocation of resources 
toward desired channels. In order to remove scarcities of food products 
during stringencies, the state opens fair pnce shops and may even 
subsidise food for the working classes to maintain their health and 
efficiency.-It may fix minimum prices for foodgrains, and through state 
trading and creation of buffer stocks encourage farmers to produce 
more. To increase the production of certain essential commodities and 
'to end private monopoly in various spheres of production, the state may 
start public enterprises. It may also nationalize banks and public utility- 
services in order to provide cheap and more efficient facilities to the 
people Public expenditure can thus spread to all spheres of economic 
activities 

Underdeveloped countries are characterized by extreme inequalities 
of income and wealth. Public expenditure tends to lessen them. 
Expenditure on education, public health and medical facilities helps in 
human capital formation. As a result, the earning power of the working 
population is enhanced. As economic development proceeds rapidly 
through rising public expenditure, the barriers to upward mobility are 
removed. Occupations expand and spread, providing more jobs to the 
people, and with the acquisition of skills, the level of wages tends to rise 
within the economy Moreover, industrialization tends to increase the 
share of wages and decrease the share of profits in national income in 
the long run, and the gap between higher and lower incomes is 
narrowed 

Further, public expenditure helps in stimulating private enterprise 
through the establishment of state-owned financial and banking 
institutions to provide cheap credit, such as the Industrial Finance 
Corporation of India, the Industrial Development Bank of India, State 
Financial Corporations, the State Bank of India, etc Public expenditure 
also encourages the agricultural and industrial sectors of the economy 
by means of grants, subsidies, tax exemptions, etc. Moreover, when the 
state spends on the creation of economic and social overheads like 
power, transport, education, etc , they pave the way for the establish- 
ment and expansion of the private sector. The creation of the 
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infrastructure leads to external economies that are reaped by the private 
sector. 

Last but not the least, public expenditure helps bring about regional 
balance in the economy. If things were left to market forces, commerce, 
banking, industries and almost all the main activities would be localised 
in a few selected regions, and the rest of the economy may be in a state 
of perpetual backwardness. As a matter of fact, economic development 
in India under the British rule was confined to a few regions like 
Maharashtra, and cities like Bombay. Calcutta. Madras. Kanpur, 
Ahmedabad. It is only through planned public expenditure that less 
developed areas can be developed by starting certain projects like the 
building of a dam. digging a canal, arrd starting some new industry' 
there. The setting up of steel plants at Bhillai. Bokaro. Durgapur. 
Rourkela. the heavy electrical plants at Bhopal and Hardwar, and about 
eight}’ other public sector undertakings in the backward areas of the 
country' are intended to bring about balanced economic development. 
Thus public expenditure is one of the important instruments for 
accelerating development in underdeveloped countries. 



Chapter 41 

DEFICIT FINANCING AS AN INSTRUMENT OF 
ECONOMIC DEVELOPMENT 


MEANING 

The phrase ‘deficit financing’ is used to mean any public expenditure 
that is in excess of current public revenues. In advanced countries, 
deficit financing is used "to decribe the financing of a deliberately 
created gap between public revenue and public expenditure or a 
budgetary deficit, the method of financing being borrowing of a type 
that results in a net addition to national outlay ( or aggregate 
expenditure’”' Thus government expenditure financed by borrowing 
from the public is included in deficit financing. Another method usually 
followed is deficit financing by “created money.” Deficit financing in the 
context of an LDC has a different connotation It excludes expenditure 
financed by borrowing from the public. In an LDC, income is low but 
the propensity to consume is high, thus voluntary savings are at a very 
low level. If investment is tied to the current level of voluntary savings, 
the growth of real income will be retarded. Savings will remain low and 
so will investment. Defiat financing is thus’seen as a way of breaking 
this deadlock by forced savings. Moreover, budget-deficit financed by 
borrowing from the public implies simply diversion of existing resources 
for capital formation. But the term deficit financing is applied to that 
expenditure which is financed only by such means as tend to increase the 
total outlay in the country. As V.K R.V. Rao puts it. “investment 
involves' outlay, which constitutes either an addition to. or a re- 
allocation of national spending or both as the case may be It is only in 
the former case that investment outlay involves defiat finana'ng.” 3 
According to the Indian Planning Commission. “The term deficit 
financing is used to denote the direct addition to gross national 
expenditure through budget deficits, whether the defiats are on revenue 
or on capital account. The essence of such a policy lies in the 
government spending in excess of the revenue it receives in the shaped' 
taxes, earnings of state enterprises, loans from the public, deposits 

'V.K.R.V. Rao, Esssys in Economic Development, p 105 

2 Ibid . , p 107. 
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an unmixed blessing. It has its dancers. The dangers are inherent in its 
inflationary potential. When deficit financing merges into inflationary 
finance, it defeats its own purpose. A continuing rise in prices is a 
dangerous way of promoting economic development. Inflation is not 
only economically but also socially undesirable as a method of Financing 
development, that is why. it is the most dreaded method of accelerating 
the rate of economic growth. When the government invests the newly 
created money on capital projects, incomes of the people engaged in 
these projects and related services increase, and with that their high 
propensity to consume is further intensified. The existence of various 
market imperfections, of the little excess capacity in plant and 
equipment, and of low elasticities of food supplies stand in the way of 
increasing the supply of consumer goods in proportion to the expansion 
in money supply. All these factors tend to raise the prices of consumer 
goods and if they are not checked in time, they spread over the entire 
economy. Dr Rao assigns four reasons as to why “the danger of the 
initial rise in prices taking on the character of inflation is greater in the 
case of deficit financing by government: (i) Expansion of currency 
brings with it the possibility of a greater expansion of money supply 
through the expansion of credit; (it) Absence of direct return. ;.e., 
absence of supplies of goods and services resulting from the outlay and 
saleable by government to the public, lessens the possibility of mopping 
up the additional incomes created by additional outlay; (Hi) Absence of 
saleable securities against which the government outlay is undertaken, 
lessens the chances of mopping up additional income created by tfie 
additional outlay; (iv) Great possibility of waste and failure to promote 
greater productivity associated with government investment in the 
absence of an exceptionally competent and honest standard of public 
administration leads to a failure of output to rise and compensate the 
additional purchasing power created *bv the additional outlay. Because 
of these reasons, deficit financing by government has always been 
looked upon as containing inflationary possibilities even when it. is 
undertaken for development .” 7 

LDCs are characterized by market imperfections. There is immobility 
of resources which leads to low elasticities of supplies. Such economies 
also lack large volume of fresh resources the demand for which is 
created by increased government spending. Moreover, resources being 
immobile create shortages in particular industries, sectors or regions. 

* V.K.R.V. Rao, op. a';..p. 115. In a recent study Dr Rno observes. "A certain minimal 
nsc in the price level is.. .inevitable in any process of deliberately forrine the pace of 
development. The price rise becomes inflationary only when every rise in the price level 
becomes the base for a further rise in the price level and the process becomes not only 
self-sustammg but also self-accelerating." Inflation and India's Economic Crisis, 1973’. 
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All these factors create more shortages in supplies in relation to a high 
demand, thereby leading to inflationary rise in prices. 

When incomes increase as a result of deficit spending, they tend to 
increase the demand for food products. In underdeveloped countries 
the elasticity of demand for food being as high as 0 8, the expenditure 
on food increases more than proportionately to the rise in the incomes 
of the people. Since the supply of food does not increase much due to 
law-level of agricultural productivity, the prices of food articles rise and 
spread to the entire economy. 

If the newly created money is used to finance quick-yielding projects 
which tend to increase output within a short penod there is little price 
rise. Similarly, if it is used for producing consumer goods, deficit 
financing will not be inflationary as the supply of consumer goods will 
increase to match the increased purchasing power m the hands of the 
people. On the contrary, the use of created money for financing 
long-term projects and for creating capital goods is bound to be 
inflationary, for such schemes require larger doses of investment and a 
longer gestation period. As such output lags behind the increased 
money supply. Lewis holds the view that “inflation for the purpose of 
capital formation is in due course self-destructive. It has three stages. 
Prices rise sharply in the first stage while the capital is being created. In 
'the second stage, the inflation may peter out of its own accord because 
the rise in prices has redistributed income in such a way that voluntary 
savings are rapidly catching up with investment. Then in the third stage 
prices fall, as the additional output of consumer goods made possible by 
the capital formation begins to reach the market. It is only the first stage 
that is dangerous and painful." 8 Thus the period of inflation will be 
short because increased investment will lead to the production of 
additional goods and services and to increased incomes and savings 
which can then be taxed by the state. Lewis’ view that inflation for the 
purpose of capital formation is self-destroying is based on the Keynesian 
. multiplier theory and the assumption of stable marginal propensity to 
save and consume. In other words, it depends on how far the people in 
• the LDCs who receive the extra money income will continue to save and 
spend it in stable proportions in the face of the rising prices of consumer 
goods. According to Myint, it seems very difficult to believe that 
inflation will be self-destroying in the face of acute shortage of consumer 
goods, and of the tendency of the marginal propensity to consume to be 
near- unity in LDCs. 

- It is argued that inflation affects the habit of voluntary saving 
adversely and that its ability to force savings is also limited. In the face 


*W.A. Lewis, op at , p 405 
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If, however, this amount is not injected into the economy, it wi!i have a 
deflationary impact on it. Further, in a developing economy, a larger 
quantity of money than just the ‘critically minimum’ can be injected 
safely into the economy for development purposes. For instance, a 7 per 
cent increase in money supply will not be inflationary because 
development projects can absorb this much increase. 

2. Growth of the Monetised Sector. To the extent the non-monetised 
sector is transformed into the monetised sector, the additional supply of 
money is not inflationary. 

3. Increase in Loans and Taxes. Deficit financing is successful as an 
instrument of capital formation to the extent the deficit-induced 
additional income is mopped up in the form of loans and taxes. As 
Lewis observes, “If the government wishes the inflation to peter out as 
soon as possible, by maintaining its new higher levels of expenditure.(in 
real terms), and if it cannot rely on the savers hoarding their savings, 
then it must get hold of the savings in some other way either by taxing 
them away or by offering favourable terms for. government bonds.”” 

4. Control over Wages and Prices. The success of deficit financing also 
depends on the extent to which prices and wages are controlled in the 
economy. In order to prevent wages from rising, prices should be 
controlled and there should be a controlled distribution of consumer 
goods. The policy of ‘credit-curb’ and ‘credit-regulation’ should also be 
followed by the central bank. 

5. Creation of Import Surplus. Deficit financing is non-inflationary to 
the extent the government is in a position to create import surplus. This 
can be done by the government buying foreign exchange from the 
central bank against its cash balances to finance imports of capital 
equipment, industrial raw meterials and foodgrains, as is being done in 
India. 

6. Increase in Supply of Goods. Deficit financing leads to inflation 
when more money is chasing fewer goods. To the extent this gap 
between money-supply and supply of goods is bridged, deficit financing 
is non-inflationary. For this purpose, in the earlier stages of economic 
development, those projects should be promoted which have a short 
gestation period, and thus increase the supply of consumer goods 
quickly. 

7. Increase in Equity Capital, Undistributed Profits and Budgetary 
Surpluses. Kurihara suggests that ‘one should have concrete informa- 
tion or projections concerning the relative importance of debt and 
equity financing, of external and internal financings and of private and 
public savings. For inflation is known to react favourably on equity 

n Op. tit., p. 233. 
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dividends, corporate and business profits and government tax revenues. 
In the overall scheme of developmental financing equity capital, 
undistributed profits and budgetary surpluses may play so preponderant 
a role as to render superfluous all apprehensions about the destructive 
effect of inflation on private saving.” 12 

8. Spirit of Sacrifice. The safe limit to deficit Financing depends upon 
the extent to which people appreciate and undertake sacrifices involved 
in deficit financing for economic growth. As Dr Rao stresses, “I would 
like to emphasize the role of public understanding and public 
cooperation as a positive factor intending' to diminish the price effect to 
deficit financing. In the popular view, deficit financing is associated with 
inflation. Not only is understanding required of deficit finance for 
capital formation but also public cooperation in the implementation of 
the policies for minimizing the price effect of deficit financing for capital 
formation.” 13 . 

Conclusion. To conclude, the use of the deficit financing for economic 
development “may be likened to fire which if unregulated produces 
havoc, while regulated, it gives light and warmth. The danger is, 
therefore, not so much in the instrument itself as in the use to which it is 
put. Much depends on the degree of caution we exercise.” 14 


n Op or , p. 149. 
ts Op at , p 40 



Chapter 42 

PRICE POLICY IN ECONOMIC DEVELOPMENT 


THE NATURE OF PRICE POLICY 

Rise in prices is inherent in the ' development process. Imbalance 
between demand and supply of commodities and factors is inevitable 
under development planning. The demand for goods and services rises 
as a result of stepping up investments on a large scale and the 
consequent creation of money income. Ever mounting administrative, 
non-developmental and defence expenses and population pressures give 
a further pull to demand. But supply fails to meet the increased demand 
as investments in underdeveloped countries are made on such projects 
that take a long time to mature. Backward technology, low skills, 
market imperfections and various other bottlenecks, restrict the supply 
of consumer goods. The gap between demand and supply leads to rise in 
prices. 


OBJECTIVES OF PRICE POLICY 

Price policy is not merely concerned with holding the price- line or 
keeping prices stable at any given level, but it is equally concerned with 
the movements of general as well as relative prices of goods and 
services. 

1. To Establish Equilibrium between Demand and Supply of Goods 
and Services. In considering the theory of price policy in the context of 
planned economic development, Dr V.K.R.V, Rao 1 emphasises that 
price is an important economic mechanism performing certain func- 
tions, and any price policy should be in this functional context. 
Primarily, this function is to bring about the required equilibrium 
between demand and supply of goods and factors. When they perform 
their economic function, price movements should be of a self-liquidating 
character. It is not necessary that a rise in the comparative price levels oi 
individual commodities should lead to a general price rise. Increases ir 
individual prices liquidate themselves without bringing about a rise ir 
the general price level when the former bring into use additions 
productive resources or raise the level of productive efficiency oi 

'V.K.R.V. Rao, Essays in Economic Development, Ch. 6. 
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existing resources. It means that in order to avoid a rise in the general 
levels of prices total output should be raised to meet the increased 
demand for individual commodities. 

2. To Bring Flexibility in Prices. But in an underdevelopd country 
undergoing the process of economic development aggregate production 
takes much longer time to increase than in a developed one, as a result a 
rise in the general level of prices usually accompanies an increase in the 
prices of individual commodities. However, all price rises should not be 
regarded as socially undesirable. It is only when an individual or general 
price rise fails to increase output or to reduce demand that it is 
considered harmful. Thus price policy should aim at flexibility in prices 
in order to redirect demand, reallocate productive resources and 
reorientate output towards the desired direction. 

3. To Stabilise Prices of Consumer Goods. It should also aim at 
stabilizing prices of basic consumption goods so as to avoid inflationary 
pressures arising from investment projects of long gestation in an 
underdeveloped country. But “a rigid, stable general level of prices may 
be as much of a dead weight on economic growth as a rapidly rising price 
level.” 2 A stable price level may retard growth whereas a rising price 
level may distort investment and incomes. The right and appropriate 
price policy in this context must achieve the objective of incresing the 
production both of basic consumption and investment goods. 

4. Two Asects of Price Policy. According to Professor Rao, 3 “a 
rightly conceived price policy for aiding economic development should, 
broadly, have both a macro and a micro aspect.” In its macro aspect, it 
essentially takes the form of monetary and fiscal measures which are 
meant to influence the creation of income and its utilization The Indian 
Third Plan Report also recognizes that a major constituent of price 
policy is monetary and fiscal discipline. 4 Monetary policy should 
prevent expenditure and consequent income creation going in the wrong 
direction. Speculative holding of commodities and accumulation are to 
be discouraged in particular. An appropriate interest rate and selective 
credit control policy may help in this direction Fiscal policy must go 
along with monetary policy. The latter regulates the creation ol excess 
purchasing power through banks and the former through government 
action. Both policies also help in maximizing savings of the community. 
But fiscal policy should in particular try to reduce incomes through 
appropriate tax measures. It should help in restraining consumption and 
mobilizing saving more effectively, and transfer real sources from the 

*V.K.R.V. Rao, cp at., p 146 

’Ibid 

4 GOI, Third Rye Year Plan, p 127 
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:ommumty for public investment programmes instead of creating fresh 
jurchasing power. “In other words, macro policy in regard to prices 
jperates not through a direct impact on individual prices but indirectly 
through its impact on income creation and income utilisation and, 
therefore, on the two variables that determine the monetary framework 
from all changes in prices.” 5 

In its micro aspect, price policy is more direct and essential under 
development planning. It should aim at increasing the output of 
consumption goods along with investment goods in order to match 
increased consumption expenditure resulting from increase in invest- 
ment outlay. Such a policy would encourage the use of resources for the 
production of investment and basic consumption goods and help avoid 
inflationary pressures. In other words, price mechanism should act both 
as a stimulant and a deterrant. Purposive and differential price policies 
should be followed for the production of specific commodities and their 
utilization. This necessitates physical allocation and direct controls. In 
respect of basic consumption goods, like foodgrains, cloth, edible oils, 
etc., prices should be held reasonably stable through state trading and 
control at the retail and wholesale stage. 

5. Agricultural Price Policy. A suitable agriculture price policy holds 
’the key to development in an underdeveloped economy. Agricultural 
prices are quickly responsive to demand and supply conditions. Since 
agricultural output constitutes 50 per cent or more of the national 
product, the general price level is mostly determined by the behaviour 
of agricultural prices. The agricultural price policy should aim at 
reducing price fluctuations of agricultural commodities so as to reduce 
the loss to the producer from a sharp price fall following the bumper 
crop, and to minimize the difficulties of the consumers from sharp price 
rises as a result of crop failures or short supplies. For this, price policy 
should be comprehensive enough to include measures from the 
production of agricultural products to their distribution. In order to 
stimulate their production, various land reform measures should be 
adopted, dependence on nature be minimized, and inputs like fertilis- 
ers, improved seeds and implements be supplied at subsidised rates or 
even at short-term credit. But the important tenet of this price policy is 
the fixation of minimum and maximum prices for all major agricultural 
crops. The minimum prices should be so fixed as to provide proper 
incentives to producers after taking into account regional variations in 
the costs of production of different crops. It implies slight price 
variations for the same crop in different regions. The maximum prices 
reflect only a payment to the producer for the quality variations in the ,, 


! V,K.R.V. Rno, op. cit p. 151. 
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crops. 6 A successful price policy also includes the creation of buffer 
stocks and their operation through continuous purchase and sale over a 
wide range. Such purchase and sale operations should be undertaken by 
the state and its agencies. ‘A network of cooperative and governmental 
agencies close to the farmer, licensing and regulation of wholesale 
trade, extension of State trading in suitable directions and a consider- 
able sharing by government and cooperatives in distribution arrange- 
ments at retail stage are essential for the success of purchase and sale 
operations for stabilizing prices and correcting seasonal and regional 
variations. Pursuit of these po/icies will be necessary if both (he 
economic and psychological factors affecting the prices of essential 
consumer goods are to be brought under control.’ 

6 Price Policy for Consumer Goods. In the case of non-essential 
consumer goods which fall in the category of comforts and luxuries, 
price determination should be left to market mechanism. If need be, 
price rise may be allowed but it should be accompanied by high taxes 
and controlled allocation of resources. 

Another aspect of micro price policy is to raise the prices of the 
exportable commodities for the domestic consumer in order to supply 
them cheaper to the foreign consumer for the purpose of earning more 
foreign exchange. Fixation of the price of sugar in India is in keeping 
with this policy. It is not a healthy policy because it is like starving one’s 
family in order to feed others. 

7. Price Policy for Industrial Raw Materials. Specific measures are 
also called forth for regulating the prices of industrial raw materials like 
coal, cement, iron and steel, etc. Just as stabilization of agricultural 
prices goes a long way in stabilizing the industrial prices, likewise 
stabilization of the prices of industrial raw materials contributes much 
towards stabilizing the prices of goods produced from them. Price policy 
should ensure their proper utilization and distribution so as to avoid 
inflationary pressures. Price rises should be permitted in their case 
keeping in view the need to promote exports to control domestic 
consumption or to provide incentives for further investment and 
production. Prices should be so fixed as to avoid excessive profit 
margin, at the same time providing incentives to production Such a 
policy also necessitates the use of price and distribution controls in 
respect of such commodities. 

8. Price Policy in Relation to Enterprises. In a mixed type of 
underdeveloped economy like ours both the public and private 
enterprises are expected to play an important role in the economic 
development. Public enterprises should follow such a price policy as 


*NCAER. Price Policy of Economic Growth, 1965 
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brings in larger profits commensurate with social welfare and thus help 
augment public savings. The private sector has to play a still more 
significant role in this context, since it predominantly supplies consump- 
tion goods. A rising price level would have a favourable effect on the 
expectations of the entrepreneurs. “To the extent the rising price level is 
able to transfer incomes from the passive rentier class to the active 
entrepreneurial class it will exercise a beneficial influence on the levels 
of savings, investment and output.” But the price rise should be gradual 
and slow where there are competitive product and factor markets so as 
to affect a right allocation of investible resources among them. Price 
policy should, therefore, aim at bringing about a proper structure of 
production and distribution. An absolute and relative price behaviour 
should be established to promote economic development through rising 
levels of income, saving and investment. 7 

9. Relation between Price and Wage Policy. A rational price policy 
should aim at reducing the scope of automatic linkages between price 
and wage increase in the economy. Wage incomes and prices are 
interrelated. When prices rise, wage-earners struggle for inceased 
wages. When wages rise, they tend to push up prices in the absence of a 
matching supply of essential consumer goods. A wage-freeze policy is 
no remedy since it adversely affects efficiency and productivity. It is, 
therefore, better to have a wage policy in the interest of orderly 
development. “A steady and calculated wage increase is better than ah 
abrupt jump with every price change.” 8 Wages should rise in those 
sectors where the prevailing average wage is below the minimum 
consumption level. Wage increase should, however, be related to 
productivity. But even the productivity-oriented wage policy cannot 
stabilize wages and hence prices, unless continuous supplies of essential 
consumer goods are forthcoming at reasonable prices. Thus price policy 
should ensure the avoidance of a spiralling of costs, prices and wages 
through their mutual interaction. 


7 ibid . 

s Ibid. 



Chapter 43 

POPULATION GROWTH AND ECONOMIC 
DEVELOPMENT ' 


EFFECTS OF POPULATION GROWTH ON ECONOMIC DEVELOPMENT 

The consequences of population growth on economic development have 
attracted the attention of economists ever since Adam Smith wrote his 
Wealth of Nations. Adam Smith wrote, “The annual labour of every 
nation is the fund which originally supply it with all the necessaries and 
conveniences of life.” It was only Malthus and Ricardo who created an 
alarm about the effects of population growth on the economy. But (heir 
fears have proved unfounded because the growth of population in 
Western Europe has led to its rapid industrialization Population growth 
has helped the growth of such economies because they are wealthy, 
have abundant capital and scarcity of labour In such countries, the 
supply curve of labour is elastic to the industrial sector so that even a 
high growth rate of population has led to a rapid increase in 
productivity.' In fact, every increase in population has led to a more than 
proportionate increase in the gross national product 
Population and Economic Development. However, the consequences 
of population growth on the development of LDCs are not the same 
because the conditions prevailing in these countries are quite different 
from those the developed economies. These economies are poor, 
capital-scarce and labour-abundant. Population growth adversely 
affects their economic development in the following ways. First, faster 
population growth makes the choice more scarce between higher 
consumption now and the investment needed to bring higher consump- 
tion in the future. Economic development depends upon investment. In 
LDCs the resources available for investment are limited Therefore, 
rapid population growth retards investment needed for higher future 
consumption. Second, rapid population growth tends to over use the 
country’s natural resources This is particularly the case where the 
majority of people are dependent on agriculture for their livelihood. 
With rapidly rising population, agricultural holdings become smaller 
and unremunerative, to cultivate There is no possibility of increasing 
farm production through the use of new land (extensive cultivation). 
Consequently, many households continue to live in poverty In fact, 
rapid population growth leads to the overuse of the land thereby 
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eopardising the welfare of future generations. Even in countries where 
latural resources are untapped such as Brazil and other Latin American 
:ountries, rapidly increasing population makes it difficult to invest in 
oads, public services, drainage and other agricultural infrastructure 
leeded to tap such resources. Lastly, with rapidly growing population, it 
jecomes difficult to manage the adjustments that accompany economic 
jnd social change. Urbanisation in LDCs creates such problems as 
rousing, power, water, transport, etc. Besides, growing population 
threatens permanent environmental damage through urbanisation in 
some rural areas. 

Population and Per Capita Income. The effect of population growth 
on per capita income is unfavourable. The growth of population tends to 
retard the per capita income in three ways: (i) It increases the pressure 
of population on land; {it) it leads to a rise in costs of consumption goods 
because of the scarcity of the cooperant factors to increase their 
supplies; and (Hi) it leads to a decline in the accumulation of capital 
because with increase in family members, expenses increase. These 
adverse effects of population growth on per capita income operate more 
severely if the percentage of children in the total population is high, as is 
actually the case in all the LDCs of the world. Children involve 
economic costs in the form of time and money spend in bringing them 
up. But they are also a form of investment if they work during childhood 
as is the case with the majority of families, and if they support parents in 
old age which is rare in the case of majority of children. As these 
economic gains from having many children are uncertain, therefore a 
large number of children in the population entails a heavy burden on the 
economy, for these children simply consume and do not add to the 
national product. Another factor is the low expectancy of life in 
underdeveloped countries. It means that there are more children to 
support and few adults to earn thereby bringing down the per capita 
income. Whatever increase in national income takes place that is 
nullified by the increase in population. Thus the effect of population 
growth is to lower the per capita income. 

Population and Standard of Living. Since one of the important 
determinants of the standard of living is the per capita income, the 
factors affecting per capita income in relation to population growth 
equally apply to the standard of living. A rapidly increasing population 
leads to an increased demand for food products, clothes, houses, etc. 
But their supplies cannot be increased in the short run due to the lack of 
cooperant factors, like raw materials, skilled labour, capital, etc. 
Consequently, their costs and prices rise which raise the cost of living of 
the masses. This brings down further the already low standard of living. 

o\ ertj reeds large number of children which increases poverty further 
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and the vicious circle of poverty, more children and low standard of 
living continues. 

Hirschman is, however, of the view that “population pressure on 
living standards will lead to counter-pressure, i.e., to activity, designed 
to maintain or restore the traditional standard of living of the 
community" which "causes an increase in its ability to control its 
environment and to organise itself for development .” 1 Cohn Clark also 
holds similar views when he writes that population growth “brings 
economic hardship to communities living by traditional methods, but it 
is the only force powerful enough to make such communities change 
their methods, and in the long run transforms them into much more 
advanced and productive societies .” 2 We do not agree with the views 
expressed by Hirschman and Colin Clark that population pressures lead- 
ing to lowering of standards will goad the people of LDCs to work hard in 
order to improve their standard of living. In fact, continuing rapid 
population growth on an already large population base means a lower 
quality of life for the masses. The main cost of such population growth is 
borne by the poor in the form of high mortality and lost opportunities 
for improving living standards. Thus the consequence of population 
growth is to lower the standard of living. 

Population and Agricultural Development. In LDCs people mostly 
live in rural areas. Agriculture is their main occupation. So with 
population growth the land-man ratio is disturbed. Pressure of 
population on land increases because the supply of land is inelastic. It 
adds to disguised unemployment and reduces per capita productivity 
further. As the number of landless workers increases, their wages fall. 
Thus low per capita productivity reduces the propensity to save and 
invest. As a result, . the use of improved techniques and other 
improvements on land are not possible. Capital formation in agriculture 
suffers and the economy is bogged down to the subsistence level. The 
problem of feeding the additional population becomes serious due to 
acute shortage of food products. These have to be imported which 
accentuate the balance of payments difficulties- Thus the growth of 
population retards agricultural development and creates a number of 
other problems discussed above. 

Population and Employment. A rapidly increasing population plunges 
the economy into mass unemployment and underemployment. As 
population increases the proportion of workers to total population nses. 
But in the absence of complementary resources, it is not possible to 
expand jobs. The result is that with the* increase in labour force, 

‘A O. Hirschman, 77ic Strategy of Economic Development. 

2 Cotui Clark, Population Grouih and Land Use. 
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unemployment and underemployment increase. A rapidly increasing 
population reduces incomes, savings and investment. Thus capital 
formation is retarded and job opportunities are reduced, thereby 
increasing unemployment. Moreover, as the labour force increases in 
relation to land, capital and other resources, complementary factors 
available per worker decline, and as a result unemployment and 
underemployment increase. LDCs have a backlog of unemployment 
which keeps on growing with a rapidly increasing population. This tends 
to raise the level of unemployment manifold as compared with the 
actual increase in labour force. 

Population and Social Infrastructure. Rapidly growing population 
necessitates large investments in social infrastructure and diverts 
resources from directly productive assets. Due to scarcity of resources, 
it is not possible to provide educational, health, medical, transport and 
housing facilities to the entire population. There is over-crowding 
everywhere. As a result, the quality of these services goes down. 
“Larger numbers mitigate against an improvement in the quality of the 
population as productive agents. The rapid increase in school-age 
population and the expanding number of labour force entrants put 
ever-greater pressure on educational and training facilities and retard 
improvement in the quality of education. Similarly, too dense a 
population or a rapid rate of increase of population aggravates the 
problem of improving the health of population.” All this entails colossal 
investment. 

Population and Labour Force. The labour force in an economy is the 
ratio of working population to total population. Assuming 50 years as 
the average life-expectancy in an underdeveloped country, the labour 
force is in effect the number of people in the age-group of 15-50 years. 
During the demographic transitional phase, the birth rate is high and the 
death rate is on the decline. The result is that a larger percentage of the 
total population is in the lower age-group of 1-15 years, and hence a 
smaller percentage comprises the labour force. A large percentage of 
children in the labour force is a heavy' burden on the economy. On the 
other hand, a small labour force implies that comparatively there are 
few persons to participate in productive employment. Even if the birth 
rate starts declining, the labour force available for productive employ’- 
ment during the short run would be the same. However, the number of 
children would decline and this would have the effect of increasing the 
national income because the number of consumers would also fall. But 
this is only possible after the demographic transition stage is overcome 
which is not possible till the LDCs bring down their fertility rates. It 
does not mean that with their present high birth rates and low death 
rates, the labour force is not increasing in such countries. It simply 
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means that the addition to the lower age-group is larger than in the 
working age-group. Thus the labour force tends to increase with the 
increase in population. It will grow even faster, if more women seek 
paid employment. Since it is not possible to increase capital per worker 
(i.e., capital deepening) with growing labour force, each worker will 
produce less than before. This will reduce productivity and incomes. 
Wages will fall in relation to profits and rents, thereby increasing 
income inequalities. Besides, rapid growth in the labour force increases 
both open unemployment and underemployment in urban and rural 
areas. 

Population and Capital Formation. Population growth retards capital 
formation. As population increases, per capita available income 
declines. People are required to feed more children with the same 
income. It mefcns more expenditure on consumption and a further fall in 
the already low sa\ings and consequently in the level of investment. 

First, we study the effect of population growth on private savings. 
Rapid population growth adversely affects private savings by causing 
consumption to rise and savings per capita to fall. On the other hand, 
rapid population growth increases the demand for savings. In fact, it 
leads to “capital deepening” (i.e., spreading resources over more and 
more people). To maintain income, capital per person must be raised in 
the'form of expenditure on a person’s education, health and skills. So 
the rapid increase in population leads to the diversion of capital 
investments from directly productive activities to social overhead 
capital. The rapidly increasing population will have to be provided more 
basic facilities in the form of schools, roads, hospitals, water, etc., which 
do not add to the national product directly and immediately, with the 
result that the growth rate of the economy remains at a lower level. The 
return on capital invested is high in directly productive activities as 
against social overhead capital. So capital formation is adversely 
affected with the diversion of governmental resources from their more 
productive uses to current uses to provide the people for their more 
urgent needs. Public savings and capital formation will decline in 
another way as a result of a rapidly growing population. When incomes 
decline and consumption expenditures increase, it is difficult for the 
government to levy taxes on the people. Certain exemptions from taxes 
have to be given to people. As a result, state revenues decline which 
reduce investment and capital formation unless some other alternative 
measures are adopted by the government 

Lastly, a rapidly growing population by lowering incomes, savings 
and investment compels the people to use a low level technology which 
further retards capital formation. 

Population and Environment, Rapid population growl’ 
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environmental damage. Scarcity of land due to rapidly increasing- 
population pushes large number of people to ecologically sensitive areas 
such as hillsides and tropical forests. It leads to overgrazing and cutting 
of forests for cultivation leading to severe environmental damage. 
Moreover, the pressures of rapid growth of population force people to 
obtain more food for themselves and their livestock. As a result, they 
over cultivate the semi-arid areas. This leads to desertification over the 
long run when land stops yielding anything. Besides, rapid population 
growth leads to the migration of large numbers to urban areas with 
industrialization. This results in severe air, water and noise pollution in 
cities and towns. 

Population and World Economy. Rapid population growth also affects 
the LDCs in relation to the world economy in a number of ways. First, 
rapid population growth tends to increase income disparities between 
LDCs and developed countries because the per capita incomes decline 
with growth in numbers in the former. Second, rapid population growth 
encourages international migration. But these are limited only to the 
Middle East countries where there is a dearth of skilled and unskilled 
labour. But the developed countries place restrictions on immigration 
because labour from poor countries adversely affects the wages of native 
workers and also creates social and political tensions. Third, emigration 
tends to increase wages of workers substantially at home. Fourth, 
another beneficial effect of this is that emigrants remit large sums of 
money back home. This increases family incomes and their living 
standards at home. Such families spend more on food, clothing and on 
modem household gadgets. Thus they lead more comfortable lives. 
Some repay family debts, while others invest in agricultural land and 
urban real estate. On their return, some enterprising persons start new 
ventures and others expand family-owned commercial and manufactur- 
ing businesses. Further, remittances by emigrants help finance the 
countries balance of payments deficit. But the LDCs are great losers 
because of the ‘brain drain’ when professional and technical workers 
emigrate to other countries. They subsidise the educational costs of such 
personnel but are unable to tax their incomes. The money they remit is 
insignificant as compared with the above two types of losses. Often the 
best of the brains are allowed to settle permanently in the employing 
country which is a permanent loss to the home country. Lastly, with 
rapid population growth the domestic consumption of even exportable 
goods increases. Consequently, there is a decline in the exportable 
surplus. On the other hand, to meet the demand of rapidly increasing 
population, more food and other consumer goods are required. It leads 
to an increase in imports of such goods alongwith those of capital goods 
needed for development. Reduction in exports and increase in imports 
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lead to deterioration in the balance of payments position of the country. 
This may force the state to curtail the importation of capital goods which 
will adversely affect economic development of the country. 

To conclude, the consequences of a rapidly increasing population are 
to retard all development effort in an underdeveloped country unless 
accompanied by high rates of capital accumulation, and technological 
progress. But these counteracting factors are not available and the result 
is that population explosion leads to declining agricultural productivity, 
low per capita income, low living standards, mass unemployment, and 
low rate of capital formation. 3 

THE THEORV OF DEMOGRAPHIC TRANSITION 

The theory of demographic transition or population cycle is based on 
the actual population trends of the advanced countries of the world. 
According to this theory, every country passes through five different 
stages of population development. According to C.P. Blacker, they are: 

(i) the high stationary phase marked by high fertility and mortality rates; 

(ii) the early expanding phase marked by high fertility and high but 
declining mortality; (i/i) the late expanding phase with declining fertility 
but with mortality declining more rapidly; (iV) the low stationary phase 
with low fertility balanced by equally low mortality; and (v) the 
declining phase with low mortality, lower fertility and an excess of 
deaths over births. These stages are explained in the Fig 43 1 In the 
figure, the time for different stages is taken on the horizontal axis and 
annual birth and death rates on the vertical axis 

first Stage. In this stage the country is backward and is characterised 
by high birth and death rates with the result that the growth rate of 
population is low. People mostly live in rural areas and their mam 
occupation is agriculture which is in a state of backwardness There are 
a few simple, light and small consumer goods industries The tertiary 
sector consisting of transport, commerce, banking and insurance is 
underdeveloped. All these factors are responsible for low incomes and 
poverty of the masses. Large family is regarded as a necessity to 
augment the low family income. Children are an asset to the society and 
parents. The existence of the joint family system provides employment 
to all children in keeping with their ages. More children in a family are 
also regarded as an insurance against old age by the parents People 
being illiterate, ignorant, superstitious and fatalists are averse to any 
methods of birth control. Children are regarded as God-given and 

3 For population control refer to Pubbc Health and Family Planning in the 

'State and Economic Development ' 
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pre-ordained- AH these economic and social factors are responsible for a 
high birth rate in the country. Along with high birth rate, the death rate 
is also high due to non-nutritional food with a low caloric value, lack of 
medical facilities and the lack of any sense of cleanliness. People live in 
dirty and unhealthy surroundings in illventilated small houses. As a 
result, they are disease-ridden and the absence of proper medical care 
results in large deaths. The mortality rate is the highest among the 
children and the next among women of child-bearing age. Thus high 
birth rates and death rates remain approximately equal over time so that 
a static equilibrium with zero population growth prevails. This is 
illustrated in Fig. 43.1 (A) by the time period HS-“High Stationary” 
stage and by the horizontal portion of the P (population) curve in the 
lower portion of the figure. 



Second Stage. In the second stage, the economy enters the phase of 
economic growth. Agricultural and industrial productivity increases, 
means of transport develop. There is greater mobility of labour. 

mllS fL? Pan ?' xTJ ,ncrease - Pe °P {e get more and better 
quahtj food products. Medical and health facilities are expanded. 
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Modem drugs are used by the people. All these factors bring down the 
death rate. But the birth rate is almost stable. People do not have any 
inclination to reduce the birth of children because with economic growth 
employment opportunities increase and children are able to add more to 
the family income. With improvements in the standard of living and the 
dietary habits of the people, the life expectancy also increases. People 
do not make any efforts to control the size of family because of the 
presence of religious dogmas and social taboos towards family planning. 
Of all the factors in economic growth it is difficult to break with the past 
social institutions, customs and beliefs. As a result of these factors, the 
birth rate remains at the previous high level. With the decline in the 
death rate and no change in the birth rate, population increases at a 
rapid rate. This leads to population explosion. This is an “Early 
Expanding” (EE) stage in population development when population 
grows at an increasing rate, as shown in Fig. 43vl(B), with the decline in 
death rate and no change in birth rate, as shown in the upper portion of 
the figure. 

Third Stage. This is the “Late Expanding” (LE) stage of population 
development. In this stage, declining birth rates accompanied by death 
rates declining more rapidly. As a result, population grows a dimi- 
nishing rate, as shown in the figure. 

Fourth Stage. In this stage, the fertility rate declines and tends to 
equal the death rate so that the growth rate of population declines. As 
growth gains momentum and people cross the subsistence level of 
income, their standard of living rises. The leading growth sectors 
expand and lead' to an expansion in output in other sectors through 
technical transformations. Education expands and permeates the entire 
society. People discard old customs, dogmas and beliefs, develop 
individualistic spirit and break with the joint family. Men and women 
prefer to marry late. The desire to have more children to supplement 
parental income declines. People readily adopt family planning devices. 
They prefer to go in for a baby car rather than a baby. Moreover, 
increased specialisation following rising income levels and the conse- 
quent social and economic mobility make it costly and inconvenient to 
rear a large number of children. All this tends to reduce the birth rate 
"which along with an already low death rate brings a decline in the 
growth rate of population. The advanced countries of the world are 
passing through this “Lower Stationary” (LS) stage of population 
development, as shown in the figure. Population growth is curtailed and 
there is zero population growth. 

‘ Fifth Stage. A continuing decline in birth rates when it is not possible 
to lower death rates further, in the advanced countries leads to a 
“declining” (D) stage of population. The existence of this s 
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developed country is a matter of speculation. 

Conclusion. The theory of demographic transition is the most 
acceptable theory of population growth. It does not lay emphasis on 
food supply like the Malthusian theory, nor does it develop a pessimistic 
outlook towards population growth. It is also superior to the optimum 
theory which lays an exclusive emphasis on the increase in per capita . 
income for the growth of population and neglects the other factors 
which influence it. The biological theories are also one-sided because 
they study the problem of population growth simply from the biological 
angle. The demographic transition theory is superior to all the theories 
of population because it is based on the actual population growth trends 
of the developed countries of Europe. Almost all the European 
countries have passed through the first three stages of this theory and 
are now in the fourth stage. Not only this, this theory is equally 
applicable to the developing countries of the world. Very backward 
countries in some of the African states are still in the first stage whereas 
the other developing countries are either in the second or in the third 
stage. It is on the basis of this theory that economists have developed . 
economic-demographic models so that developing countries should 
enter the fourth stage and attain the stage of self-sustained growth. One 
such model is the Coale-Hoover model for India which has also been 
extended to other developing countries. Thus this theory has universal 
applicability. 



Chapter 44 


HUMAN CAPITAL FORMATION AND 
MANPOWER PLANNING 


MEANING AND IMPORTANCE OF HUMAN CAPITAL FORMATION 

The term human capital formation refers to the “process of acquiring 
and increasing the number of persons who have the skills, education and 
experience which are critical for the economic and the political 
development of a country. Human capital formation iVthus associated 
with investment in man and his development as a creative and 
productive resource ." 1 According to Schultz, there are five ways of 
developing human resources: “(i) health facilities and services, broadly 
conceived to include all expenditures that affect the life expectancy, 
strength and stamina, and the vigour and vitality of the people; (ii) 
on-the-job training, including old type apprenticeships organised by 
firms; (i/i) formally organised education at the elementary, secondary 
and higher levels; (iV) study programmes for adults that are not 
organised by firms, including extension programmes notably in agricul- 
ture; (v) migration of individuals and families to adust to changing job 
opportunities .” 2 To this list may be added the import of technical 
assistance, expertise and consultants. In its wider sense, investment in 
human capital means expenditure on health, education and social 
services in general; and in its narrower sense, it implies expenditure on 
education and training It has become conventional to talk about 
investment in human resources in its narrower sense because expendi- 
ture on education and training is capable of measurement as compared 
to the expenditure on social services. 

The notion of investment in human capital is of recent origin In the 
process of economic growth, it is customary to attach more importance 
to the accumulation of physical capital. Now it is increasingly recognised 
that the growth of tangible capital stock depends to a considerable 
extent on fiuman capital formation which is the “process of increasing 
knowledge, the skills and the capacities of all people of the country .” 3 

'This also relates to Human-Resource Development 

‘F.H Harbison, ‘Human Resources in Development Planning in Modernising 
Economies,* TLR , May 1962, 

*T W. Schultz, ‘Investment in Human Capital,* AER, March 1961 

3 F H. Harbison and C.A. Meyers, Education, Manpower and Economic C 
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Studies made by Schultz, Harbison, Dension, Kendrick, Abramovitz, 
Becker, Bowman, Kuznets and a host of other economists reveal that 
one of the important factors responsible for the rapid growth of the 
American economy has been the relatively increasing outlays on 
education. They tell us that a dollar invested on education brings a 
greater increase in national income than a dollar spent on dams, roads, 
factories or other tangible capital goods. In Galbraith’s words, ‘‘We now 
get the larger part of our industrial growth not from more capital 
investment but from investment in men and improvements brought 
about by improved men.” Even earlier economists like Adam Smith, 
Veblen and Marshall stressed the importance of human capital in 
production. Adam Smith included in a country’s stock of fixed capital 
‘the acquired and useful abilities of all the inhabitants.’ To Veblen 
technological knowledge and skills formed the community's ‘immaterial 
equipment or intangible assets’ without which physical capital could not 
be utilized productively. Marshall regarded education “as a national 
investment “and” the most valuable of all capital is that invested in 
human beings.” Economists are, therefore, of the view that it is the lack 
of investment in human capital that has been responsible for the slow 
growth of the LDCs. Unless such economies spread education, 
knowledge, and know-how, and raise the level of skills and physical 
efficiency of the people, the productivity of physical capital is reduced. 

Underdeveloped countries are faced with two diverse manpower 
problems. They lack the critical skills needed for the industrial sector 


and have a surplus labour force. The existence of surplus labour is to a 
considerable extent due to the shortage of critical skills. So these diverse 
problems are interrelated. Human capital formation aims at solving 
these problems by creating the necessary skills in man as a productive 
resource and providing him gainful employment. 

The need for investment in human capital formation in such 
economies is more obvious from the fact that despite the massive 
imports of physical capital they have not been able to accelerate their 


growth rates because of the existence of undeveloped human resources. 
Of course, some growth is possible from the increase in the conventional 
capital even though the available labour force is lacking in skills and 
knowledge. But the growth rate will be seriously limited without the 
latter. Human capital is, therefore, “needed to staff new and expanding 
government services, to introduce new system of land use and new 
methods of agriculture, to develop new means of communication, to 
carry forward industrialization, and to build the educational system. In 
other words, innovation or the process of change from 'static or 
tradibona society requires very large doses of strategic human capital.” 

Physical capital becomes more productive if the country possesses 
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sufficient human capital. Underdeveloped countries are strongly com- 
mitted to the programmes of constructing roads, dams, power houses, 
factories pertaining to light and heavy industries, hospitals, schools, 
colleges, and a host of other activities associated with development 
planning. For this, they need engineers, technicians, technical super- 
visors, managerial and administrative personnel, scientists, doctors, 
nurses, veterinarians, agronomists, accountants, statisticians, econom- 
ists, secretaries, stenographers, etc. If there is a dearth of this varied 
type of human capital, physical capital cannot be productively utilized. 
As a result, machines break down and wear out soon, materials and 
components are 'wasted and the quality of production falls. 

Moreover, underdeveloped countries import physical capital for 
development but they are unable to utilise it fully due to the lack of the 
“critical skills” required for its operation. Though technical know-how 
and skills usually come with foreign capital, yet it is insufficient to meet 
the diverse and varied requirements of such economies. Thus the failure 
of human capital to grow at the rate of physical capital has been 
responsible for the low absorptive capacity of the latter in underde- 
veloped countries. Hence the need for investment in human capital 
becomes of paramount importance in such countries. 

LDCs are characterized by economic backwardness which manifests 
itself in “low labour efficiency, factor immobility, limited specialisation 
in occupations and in trade, a deficient supply of enterpreneurship and 
customary values and traditional social institutions that minimise the 
incentives for economic change. The slow growth in knowledge is an 
especially severe restraint on progress The economic quality of the 
population remains low when there is little knowledge of what natural 
resources are available, the alternative production techniques that are 
possible, the necessary skills, the existing market conditions and 
opportunities, and the institutions that might be created to favour 
economising effort and economic rationality.” To remove economic 
backwardness and instill the capacities and motivations to progress, it is 
necessary to increase the knowledge and skills of the people In fact, 
without an improvement in the quality of human factor no progress is 
possible in an underdeveloped country As aptly emphasized by Schultz, 
“It is as if we had a map of resources which did not include a mighty 
river and it tributaries. The particular river is fed by schooling, learning 
on-the-job, advances in health, and the growing stock of information of 
the economy ” 

Investment in human capital is also required to raise the general living 
standards of the people in LDCs. This is possible when education and 
training make fuller and rational utilisation of surplus manpower by 
providing larger and better job opportunities in both rural and urban 
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Teas. These. In turn, raise incomes and living standards of the people. 

h-oblems of Human Capital Formation 
The concept of human capital formation in the context of investment 
n education poses a number of problems. How much is the total stock 
>f human capital required? At what stage of development is it needed 
he most? What should be its rate of accumulation? What type of 
tducation should be imparted, to what extent, and at what time? And 
low should the return from educational investment be measured? 

It is difficult to' assess the total stock of human capital required in an 
underdeveloped country. In fact, this problem is associated with the 
next one, of determining the stage when it is needed the most. The 
growth of western European countries and the USA has been based 
more on investment in physical capital than in human capital in their 
earlier phases of development. But in the case of underdeveloped 
countries the need for human capital in the form of educated persons in 
different vocations is greater to provide the missing components in the 
initial stages of their development. As they install complex equipment 
and methods of production, persons with critical skills are more 
important than mere arts graduates. There is greater need for 
entrepreneurs, business executives, administrators, scientists, en- 
gineers, doctors, etc. But it is difficult to increase their supply because 
“their basic function is to change the economic organisation of the 
country in more productive directions instead of being fitted into a given 
framework.” 

It is not possible to spell out in concrete terms the growth rate of 
human capital formation, as is commonly the case with physical capital 
accumulation. However, it can be said in general terms that the rate of 
accumulation of human capital should exceed not only the growth rate 
of labour force but also the growth rate of economy. According to 
Hnrbison, in most countries the rate of increase in scientific and 
engineering personnel should be at least three times that of the labour 
force, and at least twice in the case of clerical personnel, craftsmen, top 
managerial and administrative personnel. On the other hand, the ratio 
of the annual increase in human capital to the annual increase in the 
national income may be as high as three to one, or even higher in the 
case of those countries where foreigners are to be replaced by citizens of 
the developing countries. But there is no empirical evidence to prove 
the different growth rates of human capita! needed by underdeveloped 
countries at the various stages of development. 

So far as the pattern of investment in education is concerned, almost 

*r.\V. Schult, ‘Reflection on Investment in Man\ JPE, October 1962. 
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all the underdeveloped countries of Asia, Africa and Latin America 
accord a high priority to primary education which is often free and 
compulsory. But it leads to considerable wastage and stagnation and 
puts a severe strain on the physical facilities and teaching personnel of 
educational institutions. Secondary education is, on the other hand, 
accorded a low priority. It is, however, people with secondary education 
who provide the critical skills needed the most for economic develop- 
ment. Emphasizing the importance of secondary education, Lewis 
regards persons with a secondary education as "the officers and 
non-commissioned officers of an economic and a social system. A small 
percentage goes on to university education, but the numbers required 
from the university are so small that the average country of up to five 
million inhabitants could manage tolerably well without a university of 

its own The middle and uppper ranks of business consist almost 

entirely of secondary school products, and these products are also the 
backbone of public administration . 5 But LDCs lay more emphasis in 
providing primary education on a mass scale. 

Underdeveloped countries in their enthusiasm to spread higher 
education have been opening too many universities without trying to 
improve the standard of education Ho restrictions are placed on higher 
education with the result that the proportion of failures at the higher 
secondary and university levels is very high Mass failures and the 
general lowering of academic standards tend to lower the efficiency of 
undergraduates and “graduates employed both m the private and the 
public sector do not promise well for the formation of a dynamic 
leadership for economic development.” This leads to wastage of human 
resources. 

Moreover, there being little manpower planning in such economies, 
no efforts are made to match the demand and supply of different types 
of critical skills. As a result, “few countries can go on absorbing poorly 
trained university graduates at a faster rate than their general economic 
growth. Sooner or later with their present pattern of educational 
expansion, many developing countries will have to contend with one of 
the most explosive problems of discontent and frustration, that of 
graduate unemployment.” Considering the high cost of education, the 
educated unemployed are a huge waste of human and material 
resources. Besides the defective educational system, other factors 
responsible for this are the lack of employment bureaux, low wage and 
salary structure, unwillingness to accept a job in rural areas or one 
considered below the occupational hierarchy or status, and drop outs 

Further, insufficient attention is paid to agricultural education, adult 
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duention and on-the-job training programmes in such countries. There 
re no on-the-job training programmes. Little is done in the field of 
dult education and in educating the farmers to use modem agricultural 
iractices. Adult education helps in changing the outlook of the farmers, 
harpens their decision-making skills and provides them necessary 
nformaUon with regard to modern agricultural practices. But these 
:ducational and training programmes require a large number of 
eachcrs and instructors which the LDCs woefully lack. 

Another problem of investment in human capital is that politicians 
tnd administrators consider it more in terms of providing buildings and 
luipment than the teaching staff. In fact, the real bottleneck to the 
formation of human capital in LDCs is the supply of qualified 
instructors and teachers. 


Criteria for Investment in Human Capital 

One of the most ticklish problems is that of estimating the 
productivity of investment in human capital formation, especially in 
education. Economists have suggested the' following criteria. 6 

1. The Rate of Return Criterion. Education as an investment has two 
components: future consumption component and future earnings 
component. Investment in skills and knowledge increases future 
earnings, while the satisfaction derived from education is the consump- 
tion component. “As an enduring consumer component, education is 
the source of future utilities which in no way enters into measured 
national income.” 7 Thus in calculating the return on investment in 
education, future earnings component is considered discounted for 
interest to measure their present value. The method used is based on a 
comparison of the average life time earnings of more educated persons 
with that of persons with less education employed in similar professions. 
For example, Becker estimated that the rate of return on total 
investment on college education in the USA for white urban males was 
12.5 per cent in 1940 and 10 per cent in 1950. It was, however, 9 per cent 
after deducting taxes for both 1940 and 1950. s This estimate included 
direct cost to the student, earnings forgone during the period of studies, 
and college’s share of the cost. 


nvc have not discussed the Cost-Benefit Criterion. For this, refer to the chapter on 
Project Evaluation. Prof. G.M. Meier observes in tTiis connection: “Any cost-benefit 
analysis of the “returns" to education must incorporate the interactions between 
■ “ Iucn,10n nnd ,hc ceonom >' String particular attention to education as an investment, the 
importance of rural education in a developing economy, and the interdependence between 

^“mem'wir rcquiremcnts and ^clopment." (Leading feucs in Economic 
T.W. Schultz, op. ci't. ' 

*G.S. Becker. 'Under Investment in College Education, AER ,' Mav 1960. 
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Its Difficulties. Such estimates involve several difficulties. First, they 
measure only the direct material benefit and exclude altogether the 
external economies of education — the direct and indirect benefits 
accruing to the country from improvements in the levels of the people. 
Second, this criterion is based on a number of arbitrary assumptions 
such as the person’s income during his life time, the earnings from 
different occupations, future wage rates and future employment, levels. 
Third, the decisions to invest in education and training are not governed 
by the rate of return criterion alone but by social welfare. Fourth, what 
people earn is not exclusively due to university education, rather it is the 
result of natural ability, experience, social status, family connection, 
on-the-job training, etc. Fifth, such estimates measure only private rates 
of return on investment in education. They indirectly measure the 
effects of education on the outpuf of the country by assuming that 
differences in earnings reflect differences in productivity. But collective 
efforts by various groups (such as doctors, manual workers, teachers, 
and engineers through trade unions) and other factors may distort 
relative earnings in the economy. Moreover, private rates of return 
cannot be evaluated where the costs of running the school are negligible 
as is the case of a single teacher school being run without any fee in 
many Indian villages. Sixth, returns from investment in creating skills 
and knowledge do not increase incomes of the individuals concerned but 
the total productive capacity of the economy. Seventh, according to 
Eckaus, prices of educated labour used in the estimation of rate of 
return must reflect the relative scarcities of factors involved. But where 
the major part of investment costs on education are borne by the 
government, prices of educated labour do not reflect scarcities of factor 
inputs determined in competitive markets. Moreover, this criterion fails 
to provide the information on “how much” and “what kind” of 
additional education is required for economic development 9 Last, as 
observed by Bowen, the difficulties involved in identifying earnings 
differentials with productivity differentials force to be somewhat more 
cautious in drawing sweeping conclusions as to the effects of education 
on national output. 10 

2. The Criterion of Contribution of Education to Gross National 
Income. According to this criterion, investment on education is 
determined by its contribution to increase in gross national income or 
physical capital formation over a period of time. Schultz analysed the 
contribution of education to growth in national income in the US from 
1900 to 1956. and came to the conclusion that the resources allocated to 

*R.S Eckaus, 'Economic Criterion for Education and Training.* RES, May 1964 

10 W.G. Bowen, Economic Aspects of Education, 1964 
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education rose about 6.5 times: (a) relative to consumer income in 
dollars; (b) relative to the gross formation of physical capital in dollars. 
In other words, the income elasticity of the demand for education was 
about 3.5 times over the period, and alternatively, investment in 
education contributed 3.5 times more to the increase in gross national 
income than investment in physical capital. 11 Schultz has also calculated 
the total stock of educational capital at different points in time. He 
added together the possible earned income forgone (or the opportunity 
cost) by those enrolled in schools, colleges, and universities and the 
expenditures for formal education of all types with allowance for 
depreciation. The total stock of educational capital in the labour force 
of the US rose from dollars 63 billion in 1900 to dollars 535 billion in 
1957, and the ratio of the stock of educational capital to the stock of 
physical capital rose from 22 per cent in 1900 to 42 per cent in 1957. 12 

Similar estimates have been made by P.R. Panchmukhi in India 
following Schultz’s method. His estimates of educational capital reveal 
that the total cost of formal education in India rose from Rs 341 crorcs 
in 1950-51 to Rs 769 crorcs in 1959-60. 13 

Its Evaluation. These estimates are more realistic than the estimates 
of returns on education as they measure the impact of educational 
investments on the economy. They are based on the opportunity cost of 
education which means foregone incomes of students while in schools, 
colleges and universities, and expenditure incurred on formal education 
after making due allowance for depreciation. But the calculation of 
foregone incomes is not so simple and poses a number of problems. Are 
:hcse to be estimated from the present earnings of persons in the same 
»gc group who never went to school? This is the case in underdeveloped 
ountrics where the majority of young persons have no schooling but 
hey cam in family vocations. Thus the real cost of education may be a 
onscqucncc of foregone earnings while attending the school. More- 
>vcr, there being widespread unemployment, wages as foregone earnings 
:annot measure the impact of educational investments on national 
ncomc accurately. Under such circumstances, the estimation of 
oregone earnings becomes arbitrary as the increased supply of labour 
tends to be lower than the actual earnings. Again, social costs are also 
an important factor. For, the cost involved in having potential members 
of labour force to go to school rather than to work Is not only a private 
cost to the students or their families but also a social cost; a potential 
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addition to national product remains unrealized. To Balogh 14 calcula- 
tions made about the profitability of education are not merely fallacious 
in a technical economic sense but immoral politically. 

3. The Residual Factor Criterion. Solow, Kendrick, Denison, Jorgen- 
son and Gnliches, Kuznets, 15 and other economists have tried to 
measure what proportion of the increase in the GNP, over a period of 
time, could be attributed to the measurable inputs of capital and labour, 
and what proportion of the increase in the GNP could be ascribed to 
other factors, frequently grouped as ‘residual’. The most important of 
these residual factors are education, research, training, the economies 
of scale and other factors affecting human productivity. Denison’s 
estimates for the United States for 1929-57 reveal that the contribution 
of education to the growth of total real national income was 23 per cent. 
So far as the contribution of the “residual” factor is concerned, it 
accounted for 31 per cent of total growth of national income. This was 
due to the impact of the advance of knowledge (20 per cent) and the 
economies of scale resulting from the growth of national markets (11 per 
cent). On the other hand, Solow in his study of the United States for the 
period 1909-49 attributed 90 per cent of the average growth rate of 
output per head to the “residual factor,” falling under the general 
heading of technical change. 

Its Criticism. The residual factor criterion is not free from certain 
weaknesses. First, the residual factor has been used as a much wider 
term which includes such varied factors as the economies of scale, 
technical change, besides education research and training. These factors 
make the criterion complex. Second, the residua! factor may also 
include some improvements in capital assets which may, of course, be 
attributed to improvements in human knowledge and skills. Third , this 
criterion does not make any distinction between formal and informal 
education, or in the quality or content of education. Fourth, Jorgenson 
and Griliches in their study reveal that the “residual" which Denison 
attributes to ‘advance in knowledge’ is small and not large. The fact that 
the residual is small indicates that the contribution of investment to 
economic growth is largely compensated by the private returns to 
investment. Fifth, in their study of the U.S. economy for 1945-65, 
Jorgenson and Griliches find virtually no “residual” to explain after 

,4 T. Balogh. The Economics of Educational Planning,* Comparative Education. 
October 1964. 
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making corrections for aggregation errors for capital, labour, prices, 
etc. After making adjustments for such errors, the contribution of 
residual is reduced to 0.1 per cent per year. Sixth, the “residual” 
criterion is based on the production function which is characterised by 
constant returns to scale. In reality, a developed economy is subject to 
increasing returns. As a result, more of the growth of output would be 
credited to the increase of physical inputs and less to the increase in the 
“residual factor.” Last but not the least, capital’s contribution to 
economic growth has been underestimated in the residual criterion. If 
the resource put into the advance in knowledge were counted as 
investment and the capital stock were so defined as to include this type 
of investment, more of the growth rate would be attributed to the 
increase of the capital stock and less would be left in the residuary 
category of increases in knowledge, skills, training, etc. Thus the 
residual criterion has not received enough support from economists. 

4, The Composite Index Criterion. Harbison and Myers 16 have 
developed a composite index criterion of human resource development 
on the basis of certain human resource indicators. The composite index 
is used as the basis for ranking seventy-five countries and grouping them 
into four levels of human resource development, namely, underde- 
veloped, partially developed, semi-advanced and advanced. Then they 
have attempted to study the relationships between these indicators and 
indicators of economic development. 

They have described the following indicators of human resource 
development: (1) Number of first and second level teachers per 10,000 
population. (2) Engineers and scientists per 10,000 population. (3) 
Physicians and dentists per 10,000 population. (4) Pupils enrolled at first 
(primary) level of education as a percentage of the estimated population 
aged 5 to 14 inclusive. (5) The adjusted school enrollment ratios for first 
and second levels combined. (6) Pupils enrolled at second (secondary) 
level of education as a percentage of the estimated population aged 15 
to 19 inclusive, adjusted for length of schooling. (7) Enrollment in third 
(higher) level of education as a percentage of the age group 20 to 24. (8) 
The percentage of students enrolled in scientific and technical faculties 
in a recent year. (9) The percentage of students enrolled in faculties of 
humanities, fine arts, and law in the same year. 

The first three indicators are partial measures of the stock of human 
resources and the next four are measures of additions to the stock. 

Atter a number of trials with some of the indicators, Harbison and 
Myers have developed a composite index to rank seventy five countries 
according to four levels of human resource development. The composite 
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index is simply the arithmetic total of (1) enrollment at second level of 
education as a percentage of the age group 15 to 19, adjusted for length 
of schooling, and (2) enrollment at the third level of education as a 
percentage of the age group, multiplied' by a weight of 5. In their 
opinion, higher education should be weighted more heavily than 
second-level in such an index. 

For statistical analysis, they take indicators of economic develop- 
ment: (1) GNP per capita in US dollars, and (2) the percentage of the 
active population engaged in agricultural occupations. Besides, they 
have used two more indicators: (a) public expenditures on education as 
a percentage of national income, and (b) the percentage of the total 
population in the age group 5 to 14, inclusive. 

Herbison and Myer’s study shows a close association between 
enrollment ratios at all levels of education and GNP per capita. The 
highest correlation coefficient (0 888) is found between GNP per capita 
in US dollars and the composite index of human resource development 
which is a combination of second-level and third-level enrollment ratios. 

Its Criticism. The composite index is a useful criterion to measure the 
role of different levels of education in formulating an education policy 
geared to the economic development of LDCs. It expresses quantitative 
relationships between indicators of human resource development and 
indicators of economic development. But these relationships do not 
establish quantitative Relationships Furthur the composite index does 
not reflect the influence of other factors such as rich natural resources or 
less population level which may lead to higher GNP per capita. 

Conclusion. Whatever the difficulties associated with the problem of 
investment in human capital, it is now fully recognised that the growth 
of LDC is held back not by the shortage of physical capital as by the 
shortage of critical skills and knowledge which in turn limit the capacity 
of the economy to absorb the available physical capital stock. Thus 
human capital formation is regarded even more important than material 
capital formation. 


MANPOWER PLANNING IN LDCs 

Manpower planning relates to the long-range development of semi- 
skilled and skilled manpower requirements of the economy, and to plan 
educational priorities and investments in human resource development 
so as to enlarge employment opportunities in the future 
The general approach to manpower planning in LDCs three-fold. 
first, to identify the skilled manpower shortages m each sector of the 
economy and reasons thereof; second, to identify the manpower 
surpluses in both the modernising and traditional sectors anc 
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reasons for such surpluses; and third , to fay down a strategy, for 
manpower planning. We discuss these aspects of manpower planning as 
under. 


Manpower Shortages 

The Manpower shortages in LDCs fall into several categories: 

1. Current Shortages. There is a shortage of highly educated 
professional manpower in all LDCs. Such manpower includes scientists, 
engineers, doctors, agronomists and veterinarions. They live in cities 
and do not like to move to rural areas where their services are needed 
the most. Thus their shortage is increased by their relative immobility. 

The shortage of sub-professional manpower is even more acute than 
the professional manpower. Such manpower includes civil, mechanical, 
electrical, chemical, metallurgical and agricultural technicians; fore- 
men, spinning, weaving and finishing masters; nurses, compounders, 
midwives and health assistants, etc. Some of the reasons for their 
shortages are (a) the failure to recognise on the part of LDCs that the 
requirements for such sub-professional manpower are many times 
higher than for professional personnel; ( b ) the few persons who are 
qualified to enter a technical institute prefer to enter a university 
because the holder of a university degree has a higher status and pay; 
and (c) the seats available in the technical institutes are very few as 
compared to the universities. 


Shortages also exist at the top-level managerial and administrative 
personnel in both the private and public sectors. Such shortages exist in 
respect of general managers, production managers, sales managers, 
works managers, cost accountants and company secretaries. There is 
also the shortage of persons with entrepreneurial abilities. 

There are shortages of trained primary, secondary'and craft teachers 
and instructors because of their low salaries. They tend to leave the 
technical profession as and when they find more attractive jobs in other 
professions. The shortage of science and mathematics teachers is 
particularly acute in secondary schools. 

At the skilled workers level, there are shortages of craftsmen and 
technical clerical personnel In the, former category are included 
tool-makers, fitters, machine-tool operators, welders, moulders, electri- 
cians, blacksmiths, painters, motor mechanics, etc. The shortages of 
technical clerical personnel relate to typists, stenographers, book- 
keepers, and business machine operators. 

n™di! h 5nr 3 d£ ? rth ° f SCVerai miscel ^eous categories of 
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form of unfulfilled jobs in LDCs despite widespread unemployment and 
underemployment. In the majority of establishments persons with the 
requisite skills are not available. As a result, a number of posts remain 
vacant. But to carry out such jobs, the concerned establishments employ 
persons not possessing the required education and training for such 
jobs. This affects adversely productivity and production of such 
establishments. 

3, Frictional Shortages. The LDCs also experience frictional manpow- 
er shortages due to the lack of an organised employment market, 
increase in the sudden demand for manpower in labour shortage 
regions, and immobility of labour For example, agricultural trans- 
formation and urbanisation has created such shortages in Punjab. 

4. Replacement of Foreign Personnel. There are current manpower 
shortages of highly skilled manpower at the top level in the LDCs of 
Africa and the Gulf countries due to the replacement of foreign 
personnel. “The strategic technical positions in the public services, the 
top positions in private industry and commerce, and most of the higher 
positions in education are of necessity, held by non-mdigenous 
personnel.” With the gradual withdrawal of foreign personnel in the 
wake of nationalisation manpower shortages are likely to increase 
further in the oil refineries, the mines, the plantations, the big 
commercial establishments, the factories, the banks, the universities, 
the hospitals, the power plants, etc. in such countries 

Manpower Surpluses 

Manpower surpluses relate to both unskilled and skilled workers 
available for and in search of gainful employment. The manpower 
surpluses in LDCs consist of the following categories. 

1. The Underemployed include both open and disguised unemployed. 
Open underemployed are those who are working less than the normal 
hours. Disguised unemployed are those whose contribution to output is 
less than what they can produce by working for normal hours of work 
per day. Both these forms of underemployment exist in rural and urban 
areas in the LDCs. In rural areas the underemployed include the landless 
agricultural workers, marginal farmers, peasants, artisans, craftsmen 
and self-employed persons. They are the result of backward agricultural 
methods and feudal systems of land tenure. In urban areas, they include 
hawkers, petty traders, workers in service and repair shops, porters, 
shoeshines, etc. who are not qualified for medium and higher skilled 
jobs. 

The unemployment estimates under this category are available only 
on the basis of NSS Rounds in a number of developing countries like 
India. They are based on usual status, weekly status and datlv status 
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hich bring out the chronic, seasonal and part time unemployment and 
nderemployment respectively. The weekly and daily status represent 
le average numbers of persons unemployed per week and per day 
:spectively during the survey period. On these bases, some economists 
stimate the number of underemployed to be as high as 50 to 80 per cent 
f the potential labour force in the LDCs. 

2. The Educated Unemployed and Underemployed also reflect the 
rrplus manpower in LDCs. The educated manpower refers to those 
ersons who have obtained at least a matric/secondary certificate. In the 
DCs, the demand for education is high because the private cost of 
ducation is low and a higher level of education is associated with better 
ab opportunities, higher level of income and better status. Since 
echnical education is relatively costly and restricted, more persons in 
he younger group are attracted towards higher education in colleges 
nd universities. But with their formal education they are neither able to 
;et jobs nor are fit for self-employment. Structural rigidities and slow 
ate of growth have failed to increase job opportunities for them. 
Consequently, the educated manpower has been on the increase, 
uirther, there is underemployment among the educated who take up 
obs below the skill levels they have obtained through education and 
raining, 

3. Urban Unemployed and Underemployed. Besides the surplus 
educated and uneducated manpower already existing in urban and rural 
areas of LDCs, urban unemployed and underemployed are on the 
increase with development. The rapid increase in population, over- 
crowding on the land, the seasonal nature of agricultural operations, the 
spread of education in rural areas and the building of roads and the ' 
establishment of new industries in urban areas are encouraging 
migration of people to towns and cities. But the industrial sector has 
[ailed to absorb the growth of labour force thereby increasing urban 
unemployment and underemployment. 

Strategy for Manpower Planning 17 

Harbison points toward a three-pronged strategy for human resource 
development to overcome the manpower shortages and surpluses in 
LDCs. The essential components of such a strategy are: (1) the building 
of appropriate incentives; (2) the effective training of employed 
manpower, and (3) the national development of formal education. 
These three elements of manpower strategy are interdependent and 
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progress in one is dependent upon progress in the other two. Therefore, 
LDCs should plan an integrated attack on all three fronts simultane- 
ously. 

1. Building of Incentives. In the LDCs, people should be encouraged 
to engage in such productive activities which are needed to accelerate 
the process of economic development. Since all skills are critically 
scarce, scientists, engineers, doctors, managerial and administrative 
personnel, etc. should be encouraged and given due status. In the 
majority of LDCs due recognition in the form of good salary and high 
social status is not given to persons possessing such critical skills. Often 
political pressures, caste, creed and regionalism result in a tragic waste of 
precious talent, low morale and undermining of efficiency. Some of the 
more ambitious, having resources migrate to the advanced countries for 
better opportunities. To avoid the brain drain, the LDCs should build 
appropriate incentives within the country. This equally applies to 
teachers, technicians, nurses, agronomists and other semi-professional 
groups. 

“The building of incentives is crucial for both the accumulation and 
investment of human capital. In fact, investments in education may be 
wasted unless men and women have the will to prepare for and engage 
in those activities which are needed for accelerated growth.” Moreover, 
the market mechanism should be made more effective for the optimum 
allocation of manpower. 

2. Training of Employed Manpower. The second important plank for 
the strategy of human resource development is to upgrade the 
qualifications and improving the performance of employed manpower 
in strategic occupations. For this purpose, efforts should be made to 
develop management-training programmes, supervisory-training 
courses, productivity centres, institutes of public administration, etc. To 
meet the expanding manpower needs of firms, on-the-job training and 
apprenticeship programmes should be started. Universities and voca- 
tional institutes can start part-time extension and evening classes The 
greatest need is for massive agricultural extension services and rural 
community reorganisation and devetopment programmes Iot tVit 
transformation of traditional agriculture and rural life. These require 
the training of local youngmen as village-level and extension workers so 
that the farmers are provided basic education in rural development and 
their skills are upgraded. But these measures are dependent upon basic 
programmes of land reform. 

3. Development of Formal Education. The third component of the 
strategy for manpower planning is the building of the system of formal 
education. “In planning the development of formal education, the 
LDCs are faced with difficult choices Since education of all kinds is 
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under-developed, it would be desirable to expand it rapidly at every 
level. A strong case could be made for a crash programme to extend and 
improve primary education. Secondary education is, of course, the most 
critical bottleneck in providing new additions to the desperately short 
supply of high-level manpower of all kinds. Expansion of higher 
education is indispensable if foreigners are to be replaced by local 
nationals.” 

So far as the primary education is concerned, the emphasis should be 
not only on increasing the number of pupils enrolled but also on 
improving the quality of education by employing qualified teachers. The 
major effort should be to apply new techniques of education such as 
visual aids, instruction by radio and television, appropriate texts and 
simplified curricula. 

But the expenditure on primary education should be given a lower 
priority than secondary and higher education. To keep capital costs ol 
primary education within limits, emphasis should be on improving 
teaching personnel and developing better educational techniques. 
Further economy can be made by avoiding expenditure on school 
buildings. The local villagers should be asked to construct them witt 
local labour and materials. 

The LDCs should give top priority to secondary education because il 
is the secondary-level educated persons who are needed at all levels ir 
government industry, commerce and agriculture. They are also requirec 
to replace foreigners and to meet the vast manpower requirements of t 
growing economy. The purpose of secondary education should be 
broadbased to provide education in science, mathematics, arts anc 
humanities so that students may take jobs directly, or become 
technicians, or school teachers, or enter the universities. Therefore, the 
emphasis should be on multipurpose secondary schools. In the area o: 
higher education, the strategy stresses the need for investing in sucl 
sub-professional as personnel as agricultural and engineering assistants 
secondary school teachers, nurses, medical technicians,, typists, steno 
graphers, mechanics of various categories, etc. For their education ant 
training, polytechnic and other technical institutions should be estab 
lished by encouraging private enterprise. This is because technica 
education costs four to six times as much per student as non-technica 
education. 


So far as the university-level education is concerned, the agricultural 

scientific medical, and engineering faculties should be expanded; whih 

that of arts humanities and law should be limited. Research institutes ir 
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2 " S T rCaSC the f Untry ’ S Capabih > of ™dem science ant 
technology to its own needs. 


, Human Capital Formation and Manpower Planning 

Since higher education is costly,. emphasis should he on lowcnsl 
buildings, utilising fully the existing plant nnd equipment, mill tilln-r 
economy measures without lowering standards. 

Another element in the strategy for formal education li utlllll 
education. The programme of formal adult education should Imludr 
“agricultural and cooperative extension work, fundamental cdunillon 
and other organised programmes to enable men nnd women to 
participate more effectively in their country's economic development " 
Investment on adult education is time-saving and cost-reducing and 
provides more lucrative returns than any other kind of educational 
investment. 

Conclusion. The three elements of human resource development 
discussed above should form part of a country’s development proprn (li- 
me. To solve the problem of surplus manpower requires check over 
rapidly increasing DODuIation. removal of mark?# > , 


euecuve government organisations, pnvate enterprises,' agricultural 
extension forces, research institutions, producer and consumer coopera- 
tives, education systems, and a host of other institutions which mobilise 
and direct human energy into useful channels.” 

Estimating Future Manpower Requirements* 

The estimation of future manpower requirements is the most difficult 
task for planners and policy makers. At the same time, it is an 
indispensable step in planning for the future manpower requirements of 
the economy, for the building of educational and training institutions 
and to estimate the costs involved therein Since the development of 
manpower is a long-term process, the country’s requirements must be 
estimated for one or two decades in advance This is because it takes a 
very long time “to build schools, to train teachers, and to fill the 
educational pipe lines in primary and secondary schools in order to 
expand the number of university graduates " There ate a number of 
methods to estimate future manpower requirements but we dbesss a 
few important ones. 

1. Manpower Requirements Approach. Bacherman and Pxn=s bar- 
developed the “the manpower requirements approach to e d 
.planning.” It attempts to define educational needs c cf 
productivity and a given pattern of economic growth. Ths ' >- 

involves the following steps, (a) The analysis of the crisis =— r- 

•This section draws bean?T on F K*f***w C.A. Xfe. 
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structure is made by (1) preparing an inventory of employment and 
short-term requirements for manpower for each major sector of the 
economy; (2) a general appraisal of the educational system; (3) a survey 
ot programmes for on-the-job training; and (4) an analysis of the 
structure of incentives and proper utilisation of present manpower. 

(b) On the basis of an economic plan, the patterns of output for the 
various sectors of the economy are projected for the forecast year. Then 
total employment for each sector and the economy is estimated on the 
basis of some assumptions about productivity. 

' (c) The total employment for the forecast year is allocated among 
the various occupations for each sector according to the occupational 
classification system chosen. Then the requirements for each occupa- 
tional category are aggregated from the various sectors to arrive at the 
total manpower-stocks required in the forecast year. In these estimates, 
allowance is made for the effects of increases in productivity on the 
occupational structure. 

(d) The supply of manpower with each minor type of educational 
qualification is estimated for the forecast year on the basis of present 
stocks of manpower, anticipated outflows from the existing educational 
system as presently planned, and allowances for losses due to death, 
retirement, and other reasons for withdrawal from the labour force. 


(e) The estimated outputs on manpower from the educational 
system are compared with the required manpower outputs as deter- 
mined in the above step (d). 


(f) The orders of magnitude for expansion of the educational system 
are then established to close the gap between anticipated manpower 
requirements and presently expected manpower supply. 

This method has been used with slight modifications by Turkey, 
Greece, Yugoslavia, Italy, Spain and Portugal. It links manpower 
requirements to productivity and is designed to identify manpower 
difficulties which could hamper production. 

Its Weaknesses. But this approach has certain weaknesses. The 
pro activity criterion is not so useful in estimating manpower, require- 
ments in agriculture where it is not possible to estimate future 
emp oyment by forecasting about productivity in especially in countries 
having massive disguised unemployment. The LDCs “lack empirical 
a *f '' !C . t0 ^ ase es timates of expected increases in productivity 
Tl!h S H C m nn f 0f ! hese 0n changes in occupational requirements.” 

eS !° “ the deten ™ation of required educational 
h > 2h ' ieV : el OCCU P ations for the forecast year. To a large 
it that timV” 3 ! u P on th e su Pply structure of educated persons 

foreca ts Thn, n ’ th,S appr ° ach gives an impression of making 
forecasts about a future station. But due to the complexity of 
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economic, social and political events in LDCs such predictions are 
dangerous. Thus the future manpower requirements approach based on 
productivity analysis is arbitrary. 

2. Tinbergen-Correa Model. Jan Tinbergen and H. Correa in their 
study “Quantitative Adaptation of Education to Accelerated Growth” 
have build an input-output type model for estimating future manpower 
and educational needs. They attempt to relate directly needed secon- 
dary and higher educational outputs to given rates of economic growth, 
without using the intermediate step of calculating occupational require- 
ments. Essentially, the number of persons required from each educa- 
tional level is calculated from a senes of linear equations which relate 
the stock of persons completing a given level of education and the 
number of students in each level to the aggregated volume of 
production. Its purpose is to suggest what structure of the educational 
system is needed in order to let the economy grow at a certain rate, and 
how that structure should change with changes in the growth rate 

The model is based on certain implicit assumptions: (a)education 
preceds other factors in the production process due to the long time 
involved in it; (6) there is a fixed coefficient between the number of 
persons with secondary and higher education levels and the volume of 
production in the economy; (c) The number of persons with secondary 
and higher education is the correct number for the existing level of 
aggregated output; (d) graduates of the educational system are fully 
employed; (e) the teacher-student ratios are fixed over-time; (/) labour 
is substitutable at particular levels of education, and ( g ) technology and 
productivity remain constant. 

Its Criticisms. The Tinbergen-Correa model provides a useful and 
convenient tool for estimating the educational requirements for 
economic growth. But it has been criticised due to its implict 
assumptions. 

First , economists have questioned the assumption of fixed coefficients 
between the number of persons with secondary and higher education 
levels and the volume of production This assumption is based on 
judgement rather than on reality. It may be applicable to advanced 
countries but not to LDCs. Further, economic growth implies a faster 
increase in the volume of production than of manpower Therefore, the 
assumption of fixed coefficients breaks dawn 

Second, Balogh regards the model as simply a quantitative approach 
to education for he did not find a stable relation between the aggregate 
output and education. He opines that increasing the conventional 
education of the western type in LDCs might even reduce output ani 
retard growth. 

Third, the assumption that the student-teacher 
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overtime is based on the experience of developed countries and does not 
hold in the case of LDCs. 

Fourth, the assumption that the number of persons with secondary 
and higher education is the correct number for the existing level of 
aggregate output is untenable because there are usually acute shortages 
or large surpluses in LDCs. 

Fifth, the assumption that technology and productivity remain 
constant in the time period completely ignores their effect on required 
occupations and educational qualifications. 

Lastly, the Tinbergen-Correa model makes “no distinction between 
technical or academic education, makes no allowance for qualitative 
imbalances in school curricula, and fails to distinguish between the 
major economic sectors of the economy.” 



Chapter 45 


ENTREPRENEURSHIP IN ECONOMIC 
DEVELOPMENT 


ROLE OF THE ENTREPRENEUR 

The world “entrepreneur” has been taken from the French language 
where it was originally meant to designate an organizer of musical or 
other entertainments. In economics, an entrepreneur is an economic 
leader who possesses the ability to recognise opportunities (or successful 
introduction of new commodities, hew techniques, and new sources of 
supply, and to assemble the necessary plant and equipment, manage* 
ment, and labour force and organise them into a running concern. 
Whatever be the form of economic and political set-up of the country, 
entrepreneurship is essential for economic development. In a socialist 
state, the state is the entrepreneur. So is the case in underdeveloped 
countries where private entrepreneurship is shy in undertaking the risks 
associated with new ventures. But in advanced capitalists societies, 
private entrepreneurs have played the crucial role in economic 
development. 

Over the years, the functions of an entrepreneur have undergone 
many changes at the hands of economists. According to some 
economists, the functio'n of the entrepreneur is to undertake risks and 
uncertainty, to others the coordination of productive resources, to 
Schumpeter, in particular, the introduction of innovations, and to still 
others to provide capital. In whatever sense we may view the 
entrepreneur, he is the kingpin of any business enterprise, for without 
him the wheels of industry cannot move in the economy As aptly 
pointed out by Yale Brozen, “The private entrepreneurship is an 
indispensable ingredient in economic development over the long 
period.”' 

The entrepreneur may be a highly educated, trained and skilled 
person or he may be an illiterate person possessing high business 
acumen which others might be lacking. But he possesses the following 
qualities: (a) He is energetic, resourceful, alert to new opportunities. 


’Williamson and Buttnck, op cit 
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able to adjust to changing conditions and wiling to assume the risks in 
change and expansion; (b) he introduces technological changes and 
improves the quality of his product; and (c) he expands the scale of 
operations and undertakes allied pursuits, and reinvests his profits.* 

According to Fritz Redlich , 3 the role of the entrepreneur can be 
divided into the capitalist, the manager, and the entrepreneur. Thus the 
entrepreneur supplies funds and other resources, supervises and 
coordinates .productive resources, and plans, innovates and takes 
ultimate decisions. In a small enterprise, these functions may be 
performed by the entrepreneur himself. He has his property tied up in 
his concern which is exposed to the risks of business. He participates 
fully and often constantly in the actual productive process. According to 
Hoseltiz, “The chief characteristic of a small industrial entrepreneur is 
not so much his venturesomeness, nor his motivation to make profits, 
but his capacity to lead other men in a common undertaking and his 
inclination to introduce innovations; and in the early stages of 
industrialization, ..the overwhelming bulk of these innovations are of a 
technological nature requiring the direct and immediate participation of 
the entrepreneur ." 4 

In modem corporations, the entrepreneurship is vested in different 
persons. The shareholders of the company are the capitalists. The 
managerial function is performed by a number of persons who are 
specialists in their respective fields, such as the sales manager, the 
purchase manager, the production manager, the personnel manager, 
and so on. The entrepreneurial function is performed by the chairman 
of the board of directors who takes the major decisions through 
consultation and agreement. 

Besides, there are the public enterprises in LDCs - which are 
controlled and managed by the state. The capital is provided by the 
government, the managers for different departments are drawn from 
various field of specialisation, and the entrepreneurial decisions are 
taken by the managers and the party in power. 


FACTORS IMPEDING THE GROWTH OF ENTREPRENEURSHIP 

^ ree , typeS of entrepreneurs, what are the factors that 
™umries he de ' e!o?ment of entrepreneurship in underdeveloped 

Entrepreneurship is inhibited by the social system which denies 

T : Mc C ror F- Sms!! hdustn- in 3 North Indian Tow, 1962 

m Theot} ‘ R «%-' AJES, Vol. 8 . 1948-49 
1952 and Economy Growth,’ AJES, Vo!. 12, October 
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opportunities for creative faculties. “The force of custom, the rigidity of 
status and the distrust of new ideas and of the exercise of intellectual 
curiosity, combine to create an atmosphere inimical to experiment and 
innovation." 

In LDCs, traditional attitudes discourage the full utilisation of human 
resources. Teople are ranked not according to their capacity to do 
particular jobs but by sex, caste, clan and kinship. Individualistic spirit is 
absent. People prefer traditional trades and professions rather than 
venture in new trades. As pointed out by Hagen, villagers and elite alike 
revere the same economic roles and spurn trade and business, and there 
is a feeling of repugnance toward work that soils one’s hands, in such 
economies. Thus, “the value system minimises the importance of 
economic incentives, material rewards, independence and rational 
calculation. It inhibits the development and acceptance of new ideas and 
objectives. ...In short, the cultural value system within many poor 
countries is not favourable to economic achievement ." 5 

In such economies, extreme inequalities in the distribution of income 
and wealth also stand in the way of the growth of entrepreneurship. 
Hardly three to five per cent of the people are at the top of the income 
pyramid who save. They are mostly traders and landlords who do not 
like to undertake risks in new business ventures but invest in 
unproductive channels, such as gold, jewellery, precious stones, idle 
inventories, luxurious real estates, speculation, etc. However, there are 
some merchants and traders who mostly deal in consumer goods and act 
as moneylenders and real estate agents. 

Besides, there exist a few entrepreneurs who are engaged in the 
manufacture of some consumer goods, and in plantations and mines that 
tend to become monopolistic and quasi-monopolistic. They develop 
personal and political contacts with the government official, enjoy a 
privileged position, and receive preferential treatment in financial, 
taxation, exports, imports, etc. It is they who start new industries and 
thus found individual business empires, such as the Tatas, the Birlas, 
and the Dalmias in India. Such big business houses inhibit the growth of 
fresh entrepreneurship within the country. 

The thin supply of entrepreneurs in LDCs is also attributed to the lack 
of infrastructural facilities which add to the risk and uncertainty of new 
entrepreneurship. Such countries lack in properly developed means of 
transport and communications, cheap and regular power supply, 
availability of sufficient raw materials, trained labour, well-developed 
capital and money markets, etc 

Last but not the least, entrepreneurship is hindered by technological 


5 Meicr and Baldwin, op at , pp 298-99 
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backwardness in LDCs. This reduces output per man and the products 
are also of substandard quality. Such countries do not possess the 
necessary' technical know-how and capital to evolve their own techni- 
ques which may be output-increasing and labour-absorbing. Mostly they 
have to depend upon imported capital-intensive techniques which do 
not fit in their factor endowments. Besides, as revealed by Hoselitz, a 
number of economic, social and administrative resistances force people 
in such economies to give preference to out-moded techniques over 
output-increasing techniques . 6 So far as the Schumpeterian process of 
innovation is concerned. Professor Hanry Wallich opines that “one can 
hardly say that in less developed countries ‘innovation’ is its most 
characteristic feature. The process is better described perhaps as one of 
assimilation. No one would deny, of course, that to organise a new 
industry in a less developed country is an art of entrepreneurial 
initiative. But it is evidentally very different from the original process of 
innovation .” 7 Thus the entrepreneur plays a secondary role in LDCs 
due to various economic, social and administrative obstacles- noted 
above. 


HOW TO ENCOURAGE ENTREPRENEURSHIP 

Entrepreneurship is essentially a socio-economic phenomenon. In the 
past, entrepreneurs have emerged from a particular class. In the United 
Kingdom, the United States and Turkey, the entrepreneurs were largely 
from the field of commerce . 8 The emergence of smaller firms in France 
was due to their family pattern. In Japan, it was the Samurai who turned 
to industry and kept their social structure intact by the expedient of 
adopting vigorous young businessmen or taking them into the family 
through marriage . 9 

On the other hand, Hoselitz’s findings reveal that the founders of 
early industrial establishments in England, France and Germany were 
men with mechanical rather than commercial and financial skills. These 
men came from the ranks of artisans, labourers, yeomen, and cottagers. 
A few were sons of middle class parents. But the earliest entrepreneurs 
were men who worked with their hands, whose innovations were in the 
field of technology, and who in their majority came from the lower, 
propertyless, classes . 10 


AreJ;EDrc 0 ^So li i|.“ d Modern Technique to Less Developed 

A-N. Aggarwa] 2 nd S.P. Sin^h, op. tit., p. 193. 

K. Kindtebcrter, op. tit., p. 86. 

-He. 1 tit' ^ ° fB ™ 1 «56 (ed.). S. Kuznets. 
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Myrdal in his Asian Drama points out that the Asian societies lack 
entrepreneurship not because they lack money or raw materials but 
because they have very few men with the right attitudes. The Japanese 
possess these attitudes in abundance judged by the results they have 
produced in the industrial field. The Chinese and Indians who left their 
homes in search of better fortunes in the early 20th century established 
themselves as ‘emigre entrepreneurs’ in Malaysia, Singapore, Indone- 
sia, Burma, West Indies, and East Africa. Thus, whatever be the 
motives which have led men to undertake the constructive entrepreneu- 
rial acts, this much appears sure that “these motives have varied greatly, 
from one society to another, and they have rarely, if ever, been motives 
of an unmixed material character.*’ 11 

But the main - problem in LDCs is to ‘create a climate for 
entrepreneurship.’ The creation of such a climate depends, on the one 
hand, on establishing social institutions which make possible objectively 
the exercise of independent individual enterprises, and on the other, on 
the maturation and development of personalities whose dominant 
orientation is in the direction of productivity, working, and creative 
integration . 12 

The realization of the first condition depends on a series of political 
acts which include the modification of the social institutions, the 
protection of property rights efficiently and the maintenance of law and 
order within the country. Besides, it requires the establishment of 
financial institutions which collect savings and canalise them for 
entrepreneurial activities. To facilitate this process, such financial 
institutions like the saving banks, investment banks, and the complex of 
brokers, dealers and commercial banks that comprise the capital and 
money markets are required. The government should adopt such 
monetary and fiscal policies which encourage the growth of entrep- 
reneurship, 

The shortage of skilled personnel of various kinds such as workers, 
scientists, technicians, managers, administrators, etc , poses a serious 
probfem in (he success of entrepreneurship in LDCs. It necessitates the 
setting up of scientific, technological, managerial, research and training 
institutes. Though management and entrepreneurship are two different 
things in both the private and public sectors, yet scientific, technical and 
managerial personnel are very important for the success of entrep- 
reneurship. 

There is also the need to establish an Entrepreneurship Development 
Institute in every LDC, as has been done in India in 1983 Such an 

U W.W. Rostov, op at 

* J B Hoschtz. op of 
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gramme displayed a more active entrepreneurial behaviour later on. 

Thus, motivations, abilities and congenial environment all combine to 
promote entrepreneurship. Since entrepreneurial motivations and 
abilities are long-run sociological problems, it is better to make the 
political, social and economic environment congenial for the growth of 
entrepreneurship in LDCs. 



Chapter 46 


ROLE OF THE STATE IN ECONOMIC 
DEVELOPMENT 


INTRODUCTION 


It is now universally recognized that in order to overcome the rigidities 
inherent in an LDC, the state must play a positive role. It cannot act as a 
passive spectator. The problems of LDCs are of such a magnitude that 
they cannot be left to the free working of the economic forces. Private 
enterprise is unable to solve them because it does not exist in the 
modem sense of the term. State action is, therefore, indispensable for 
the economic development of such countries. 

There is then the need for speedy socio-economic reforms to move 
these countries off the dead centre of stagnation. In the early phase of 
development, investments will have to be made in those directions 
which promote external economies, that is, towards creating economic 
and social overheads like power, transport, education, health, etc. 
Private enterprise is not forthcoming to undertake these activities as the 
risks are large and profits are low. There is the need for balancing the 
growth of the different sectors of the economy so that the supply is 
adjusted to the demand. State regulation and control is, therefore, 
essential in order to attain such a balance. It necessitates control over 
production, distribution and consumption of commodities. For this 
purpose, the government has to devise physical controls, and monetary 
and fiscal measures. Further, such measures are inevitable for reducing 
economic and social inequalities that pervade the underdeveloped 
countries. “Breaking social chasms and creating a psychological, 
ideological, social and political situation propitious to economic deve- 
lopment becomes the paramount duty of the state in such countries .” 1 
Tlie sphere of state action is, therefore, very vast and all pervading. It 
includes maintaining public services, influencing attitudes, shaping 
economic institutions, influencing the use of resources, influencing the 
distribution of income, controlling the quantity of money, controlling 
fluctuations, ensuring full employment, and influencing the level of 
investment. Some of these problems have already been dealt with in 
the preceding chapters, others are discussed below: 


'G Myrdal. Economic Theory and Underdeveloped Regions p 
-w.A. Lews. op. dt., pp. 376-383. 
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1. Changes in Institutional Framework 

One of the important measures of economic development is to bring 
about changes in the socio-ctdfuraf attitudes of the people in the LDCs. 
Such societies possess religious and cultural traditions which are not 
conductive to economic development. The institutional framework does 
not encourage rational individualistic behaviour, and the spirit of 
competition and enterprise. If economic development is to proceed, 
social attitudes, values and institutions entrenched in the joint family, 
caste, kinship and in religious beliefs must undergo change. These 
require social revolution. Social revolution does not imply the rapid 
over throw of the existing institutions. The process of change has to be 
evolutionary. Otherwise, violent social changes will led to discontent- 
ment, frustration, unrest and violence. These factors will, m turn, 
inhibit economic growth. Francis Hsu points out that “it took Europe 
ten centuries or more to produce an individualistic orientation of life 
which bore economic fruit two hundred years ago, and there does not 
seem to be any way in which a similar orientation could be generated in 
a matter of years or even decades.” 3 Any society attempting to institute 
it quickly will result “either in apathy or revolt.” Thus "much depends 
upon the way in which the process of growth and change it set in motion, 
the speed of the process and the extent to which it permeates all sectors 
of the economy. Generally, a slow but steady development is likely to 
create fewer political, social and economic tensions; and it is likely that 
an attempt to force the pace too strenuously may also be economically 
wasteful because the social and personal changes may not take place 
which are necessary to enable the individual or the society to form the 
development necessary to enable individuals or the society to profit and 
sustain it.” 4 

Economic change is not brought about by institutional changes alone 
Economic change may take place due to increased capital formation or 
as a result of technological change which may, it turn, cause institutional 
changes. Contrariwise, institutional changes may be caused by factors 
other than economic. Non-economic factors like changes m religious 
ideas or political framework may bring about changes in institutions 
Thus there may be causal relationship between economic and institu- 
tional changes or these changes may be independent of each other 
Institutions promote economic growth to the extent that they associate 
effort with reward, permit increased division of labour, expansion of 
trade and freedom to seize economic opportunities Once the process of 
change starts it becomes cumulative If a change starts in social 

} ln Williamson and Butlrick, op at , p 357 

4 Baucr and Yamcy, op. cil . pp 70-71 
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institutions, people will seize new opportunities which will, in turn, 

further change the institutions. - . 

The new opportunities may come about in many ways. “New 
inventions may create new commodities or reduce the costs of - 
producing old commodities. New roads, new shipping routes or other 
improvements in communications may open up new opportunities for 
trade. War or inflation may create new demands. Foreigners may arrive 
in the country, bringing new trades, investing new capital or offering 
new chances of employment.’ 0 Such new opportunities bring about 
changes in institutions. These changes are gradual and perceptible. 
They are initiated by innovators, the new men, who endeavour to break 
with the past, and mould the old institutional framework into a new 
setting. 

These innovators are townsmen. They face and resist political and 
social forces. By providing larger and newer opportunities in the 
economic field, they are ultimately successful in altering old beliefs and 
institutions. Similarly, contact with foreigners may be instrumental in 
weakening the established pattern of society. In India, the building of 
the railroads, the spread of western education and the establishment of 
industrial centres in the 19th century helped in loosening social and 
family ties. It was the new attitude of social rationality which gave rise to 
popular movements for the political freedom of the country. Above all, 
it is the government which plays a crucial role in influencing the 
institutional framework. The government can do a lot by introducing 
reforms in social customs and religious observances, in the system of 
land use, and in the field of education. It can also initiate economic 
growth by maintaining law and order, by providing improved public 
utility services, by fostering new industries, etc. 


2. Organisational Changes 

Organisational changes also play an important role in economii 
development. They include the expansion of the size of the market am 
the organisation of the labour market. These changes can only be 
performed by the government in LDCs. It is the state which can develof 
the means of transport and communications for expanding the size o: 
t le market because private enterprise is incapable of undertaking sue! 

insHtubnrv; vf 1 6 0rgan ‘ zatl0n a °d development of financia 

industries 2 * * S Such ^ ^ hdp the g rowth of agriculture anc 
mortfnee b'mk-s ,’" ancia mstitutions can be cooperative banks, lane 
mortgage banks, mdustnal banks, financial and investment corporation 
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, The organization of the labour market also falls under the functions of 
the government. An organized labour market increases the productivity 
of labour. The government helps m organizing labour by recognising 
labour unions. It fixes working hours, payment of wages, establishes 
machinery for the settlement of labour disputes, provides for social 
security measures, etc. Such legislations are meant to establish cordial 
relations between the employers and employees. As a result, efficiency 
of labour increases which increases production and reduces costs. 

Labour is mostly immobile in underdeveloped countries. The 
majority of people live in rural areas and are engaged in agricultural 
operations for a limited period. So they are underemployed or disguised 
, unemployed Due to the lack of information, they are not aware of 
employment opportunities in towns and industrial centres. The govern- 
ment can help them in getting jobs by opening information centres in 
rural areas and' employment exchanges in towns In this way, the 
government can help in the mobility of labour 
When with development labour moves from rural to urban areas, the 
problems of urbanisation arise which are also required to be solved by 
the government. Such problems relate to housing, drinking water 
supply, electricity, slums, transport, etc. The provision for such services 
as constructing housing colonies, schools, colleges, hospitals, parks, city 
transport, drinking water, electric supply, etc , falls within the purview 
of state functions. 

3. Social and Economic Overheads 
The provision of social and economic overheads in LDCs falls mostly 
under the state activities. The need for basic services like railways, road 
’ transport, telecommunications, gas, electricity, irrigation works, etc , is 
imperative for future development. Their development entails large 
investments which are beyond the capacity of private enterprise in such 
countries. Not only this, investments in public utilities are risky and 
their benefits accrue only over the Jong period It, therefore, devolves 
on the state to provide these public utilities 
The government should formulate a plan for the development of the 
essential services on a priority basis If the immediate need is to provide 
irrigational facilities, that should be met by concentrating on minor 
irrigational facilities instead of damming a big river. Moreover, the 
provision for public utility services does not necessarily imply that they 
should be owned and operated by the state. The state may approve the 
plan for a particular project, provide finance and other necessary 
constructional facilities to a private concern which would construct and 
own it. Its working might, however, be regulated by the state In fact, 
the ownership and operation of an undertaking by the state or the 
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private enterprise depend on its nature and importance. In India, the 
development of the means of transport and communications falls within’ 
the state activities. The railways, the airways and communications are 
Government owned and operated, keeping in view their importance in a 
vast country like India. While the ownership of the road transport is in 
the hands of both the public sector and the private sector, though the 
entire operations are regulated by the state. Owning and plying a bus 
does not involve much expenditure and the returns are also quick as 
compared to the railways. 

Education. Economic development is not possible without education. 
As Myrdal says, ‘To start on a national development programme while 
leaving the population largely illiterate seems to met to be futile .” 6 For 
economic development, it is the quality of labour that is more 
important. Unskilled workers, even working for long hours-, will have a 
low per capita income. Illiterate and untrained persons cannot be 
expected to operate and maintain complex machinery. It is by investing 
in them that their productivity can be increased. It is through public 
education that the state can increase the effective labour supply and 
hence the productive capacity of the nation. An educational programme 
has to be wide and varied. There is the need for primary education so 
that every child of school going age may receive compulsory education. 
In order to provide material for the universities and to impart larger 
educational facilities, more secondary schools are required to be 
opened. At the same time, training institutes are needed for imparting 
instructions to mechanics, electricians, artisans, nurses, teachers, 
agricultural assistants, etc. In the higher educational echelon are the 
university education and research institutes for turning out ever 
increasing number of doctors, administrators, engineers, and all types of 
trained personnel. “Programmes of education he at the base of the 
effort to forge the bonds of common citizenship, to harness the energies 
of the people and develop the nation and human resources of every part 
of the country .” 7 Investment in such a vast and diverse field as 
education is only possible through the aegis of the state in LDCs. 

Investment in human capital is highly productive. An LDC needs 
agricultural and industrial technicians, doctors, engineers, teachers, 
administrators, etc., who would lead to a greater increase of the flow of 
goods and services, thereby accelerating theiempo of development. But 
the problem of providing educational facilities to a multitude of people 
is not within the capacity of an underdeveloped country due to the 
paucity of funds. Whatever funds are available they have to be 

'’An Internationa! Economy, op. at., p, 1S6. 

'GOI, Third Fit's Year Plan. 
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apportioned on the basis of priorities.. And economists differ on the 
question of priorities. Education is both a consumer and an investment 
service. To the extent education is an investmmt, it directly increases 
productivity. 

Money spent on the education and training of doctors, teachers, 
engineers, administrators is as much a capital investment as money 
spent on building a dam. But when money is spent on literacy drives to 
educate the peasantry, it is not regarded directly productive by Lewis. 
He maintains that "such part of education as is not a profitable 
investment is on par with other consumer goods, like clothes, houses or 
gramophones" for it helps the peasants, barbres or domestic servants 
“to enjoy something more (books, newspapers) or to understand 
something better .” 8 Professor Galbraith, however, regards investment 
in educating the masses equally productive. He argues that “to rescue 
farmers and workers from illiteracy may certainly be a goal in itself. But 
it is also a first indispensable step to any form of agricultural progress. 
Nowhere in the world is there an illiterate peasantry that is progressive. 
Nowhere is there a literate peasantry that is not. Education so viewed, 
becomes a highly productive form of investment.” Galbraith concludes: 
“That something is both a consumer service and a source of productive 
capital for the society does not detract all from its importance as an 
investment. Rather it enhances that importance .” 9 It therefore, devo- 
lves on the state to initiate a long-term programmes of educational 
expansion and reform on a broad front stretching from a literacy drive 
to the university level, so that in all branches of national life education 
becomes the focal point of country’s development. 

Public Health and Family Planning. Another sphere in which the 
state can undertake positive measures is public health. To increase the 
efficiency and productivity of labour, the health of the people must be 
progressively improved. Public health measures include the improve- 
ment of environmental sanitation both in rural and urban areas, 
removal of stagnant and polluted water, slum clearance, better housing, 
■clean water supply, better sewage facilities, control of communicable 
diseases, provision for medical and health services, especially in 
maternal and child welfare, and health education and family planning, 
.and above all, for the training of health and medical personnel. All this 
necessitates planned efforts on the part of the public authorities. 

Public health measures assume great importance in LDCs mainly 
for two reasons: Firstly, they help in the development process by 
augmenting labour productivity and efficiency; and secondly, by 

*Op at., p 183 

9 Op. at., pp. 46-49. 
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reducing the mortality rate they tend to increase the rate of population 
growth, thus making it imperative for the state to adopt family planning 
and speedy development programmes. But all development efforts will 
be futile if the growth in numbers is not checked. Since the death rate is 
already on the decline in LDCs the remedy is to bring down the birth 
rate from 40 per thousand prevailing in such countries to 20 per 
thousand. No doubt there is greater need for accelerating develop- 
ment, but to increase per capita income and improve the standard of 
living, the rate of population increase must be checked and family 
planning programmes be given top priority. Dr. Stephen Enke has 
calculated that the value of a new-born baby’s life-time net consumption 
in an LDC is approximately 125 dollars after discounting his lifetime 
future production. 125 dollars is a negative value and an economic 
burden on overpopulated LDCs. 10 

Family planning is the deliberate reduction of fertility. Family 
planning programme should consist of. 

1. Education of the people in family planning, which should include 
sex education, marriage counselling and child guidance. The media for 
this may be social organizations, films, the radio, and literature. 

2. Family planning services should be made on much larger scale. 
Family planning services can be integrated with the normal health and 
medical services. Family planning clinics should be opened in rural 
areas, in industrial, and other establishments. There should be mobile 
units to educate the masses in the art of family planning. The help of 
voluntary organizations can also be taken. The family planning centres 
should tender free advice, distribute contraceptives, and even under- 
take vasectomy free of charge. They may be subsidized by the 
government. 

3. Establishment and maintenance of a large network of centres for 
the training of workers. 

4. An expanded research programme in biological, medical and 
population problems. In India such a programme includes: (i) develop- 
ment of studies of human genetics; (it) studies in the' physiology of 
reproduction; (Hi) development of more effective local contraceptives; 
(iV) development of a suitable oral contraceptive; and (v) follow-up 
sterilization cases, both male and female, to investigate after-effects in 
such cases. 

5. Contraceptives should be manufactured indigenously so that their 
supplies should not lag behind to implement a widespread family 
planning programme. Moreover, they should be simple, cheap and safe. 

6. There should be financial and other incentives to encourage 
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parents to have fewer children. Incentives may include payments to an 
individual or couple to limit children. The limit is two children in India 
and one child in China. Disincentives are the withholding of social 
benefits from or imposing penalties on those whose family size exceeds 
the desired norm. . ' 

7. Emphasis should be laid on removing social barriers to birth 
control, raising the marriageable age, longer breast-feeding, educating 
the women, and providing larger employment opportunities in the 
suburbia. 

8. Some protagonists of family planning advocate legalized abor- 
tion. They cite the example of Japan to substantiate their argument 
where in the decade following the Second 'Vo rid War, the birth rate was 
brought down to one-half of its previous level It has been estimated 
that 66 per cent of the reduction in births was due to legalized abortion 
in Japan. In India, abortion has been legalized since 1976. Other LDCs 
can also follow the lead given by Japan 

Above all, there should be a population policy to reduce the rate of 
population growth. It should have a wide range of policies, direct and 
indirect, to bring socio-economic changes in order to reduce fertility. 

To sum up, in the words of Lewis, “One needs to put all the 
ingredients into this pie; to convert social leaders into seeing the dangers 
of a high birth rate, so that the taboos and religious sanctions tum 
against it, instead of its favour; to raise standards of living and education 
rapidly, so that women find it convenient to have fewer children; and to 
make widespread propaganda about birth control techniques Action is 
needed on all fronts simultaneously.” 

4. Agricultural Development 

Agriculture is the predominant occupation in LDCs and contributes 
more than half the share of the national income. Despite this, 
agriculture remains in a state of stagnation. The share of the national 
income is disproportionately small in relation of the number of persons 
engaged in it. For instance, in India about 70 per cent of the population 
is engaged in agriculture while it contributes roughly 50 per cent to the 
national income. The fundamental cause is the low agricultural 
productivity per acre. The reasons for the low yield are the uneconomic 
size of the holdings, the fragmentation of land holdings, the defective 
land tenure system characterised by high rents, and insecurity of tenure, 
the lack of adequate credit facilities, indebtedness, the absence of 
irrigational facilities and dependence on rainfall, the use of obsolete 
methods of production, and the excessive pressure of population on 
land. 

In LDCs the peasants are poor, illiterate and ignorant They lack 
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Chapter 47 

ROLE OF FOREIGN TRADE IN ECONOMIC 
DEVELOPMENT 

INTRODUCTION 

The role of foreign trade in economic development is considerable. The 
classical and neo-classical economists attached so much importance to 
international trade in a country’s development that they regarded it as 
an engine of growth. The opposite view holds that historically foreign 
trade has led to international inequality whereby the rich countries have 
become richer at the expense of the poor countries. It is, therefore, 
contended that even if LDCs are required to sacrifice the gains from 
international specialistation, they can attain a higher rate of develop- 
ment by' following the policies of import substitution. We shall first 
discuss how international trade helps economic development and then 
the opposite view as to how far it has inhibited the development of 
LDCs. 

Importance of Foreign Trade 

Foreign trade possesses great importance for LDCs. It provides the 
urge to develop the knowledge and experience that make development 
possible, and the means to accomplish it. 1 Haberler opines, “My overall 
conclusion is that international trade has made a tremendous contribu- 
tion to the development of less developed countries in the 19th and 20th 
centuries and can be expected to make an equally big contribution in the 
future. . . and that substantial free trade with marginal, insubstantial 
corrections and deviations, is the best policy from the point' of view of 
economic development.” 2 

Direct Benefits. When a country specialises in the production of a few 
goods due to international trade and division of labour, it exports those 

'A.K. Caimcross, op. cit. 

2 G. Haberler, International Trade and Economic Development, 1959 . Italics mine. 
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commodities- which it produces cheaper in exchange for what others can 
produce at a lower cost. It gains from trade and there is increase in 
national income which, in tum, raises the level of output and the growth 1 
rate of economy. Thus the higher level of output through trade tends to 
break the vicious circle of poverty and promotes economic develop- 
ment. 

An LDC is hampered by the small size of its domestic market which 
fails to absorb sufficient volume of output. This leads to low inducement 
to investment. The size of the market is also small because of low per 
capita income and of purchasing power. International trade widens the 
market and increases the inducement to invest income and saving 
through more efficient resource allocation. 

Myint 3 has applied Smith’s “vent for surplus” theory to the LDCs for 
measuring the effects of gains from international trade. The introduc- 
tion of foreign trade opens up the possibility of a “vent for surplus” (or 
potential surplus) in the primary producing LDCs. Since land and 
labour are underutilised in the traditional subsistence sector in such a 
country, its opening up to foreign trade provides larger opportunities to 
produce more primary products for export. It can produce a surplus of 
primary products in exchange for imports of manufactured products 
which it cannot itself produce. Thus it benefits from international trade. 
The vent for surplus theory, as applied to' an LDC, is explained in Fig. 
47.1. Before trade with underutilised 
resources, the country is producing 
and consuming OXj of primary pro- 
ducts and Xj E of manufactured pro- 
ducts at point E inside the production 
possibility curve AB. With the open- 
ing up of foreign trade, the production 
point shifts from E to D on the 
production possibility curve AB. Now 
the utilisation of formerly underutil- 
ised land and labour enables the coun- 
try to increase its production of prim- 
ary exportables from OX t to OX 2 
without any sacrifice in the production 
of other goods and services. Given the 
international terms of trade line PP', 
the country exchanges ED (=XjX?) 

more of primary exportables against EC larger manufactured import* 
ables. 

5 H. Myint, “The Classical Theory of International Trade and the U 
Countnes.“ E J , June 1958 
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Moreover, many underdeveloped countries specialise in. the produc- 
tion of one or two staple commodities. If efforts are made to export 
them, they tend to widen the market. The existing resources are 
employed more productively and the resources allocation becomes 
more efficient with given production functions. , 

As a result, unemployment and underemployment are reduced; 
domestic saving and investment increase; there is a larger inflow of 
factor inputs into the expanding export sector; and greater backward 
and forward linkages with other sectors of the economy. This is known 
as the “staple theory of economic growth”, associated with Watkins . 4 
Foreign trade also helps to transform the subsistence sector into the 
monetized sector by providing markets for farm produce and raises the 
income and the standards of living of the peasantry*. The expansion of 
the market leads to a number of internal and external economies, and 
hence to reduction in cost of production. These are the direct or static 
gains from international trade. 

Indirect Benefits. Besides, there are indirect dynamic benefits of a 
high order from foreign trade, as pointed out by Mill. By enlarging the 
size of the market and the scope of specialisation, international trade 
makes a greater use of machinery, encourages inventions and innova- 
tions, raises labour productivity, lowers costs and leads to economic 
development. Moreover, foreign trade acquaints people with new 
products, tempts and goads them to work harder to save and accumulate 
capital for the satisfaction of their new wants. It also leads to the 
importation of foreign capital and instills new ideas, technical know- 
how, skills, managerial talents and entrepreneurship. Lastly, it fosters 
healthy competition and checks inefficient monopolies . 5 Let us study 
these indirect benefits of foreign trade to underdeveloped countries in 
detail. 

First, foreign trade helps to exchange domestic goods having low 
growth potential for foreign goods with high growth potential. The 
staple commodities of underdeveloped countries are exchanged for 
machinery, capital goods, raw materials, and semi-finished products 
required for economic development. Being deficient in capital goods 
and materials, they are able to quicken the pace of development by 
importing them from developed countries, and establishing social and 
economic overheads and directly productive activities. Thus larger 
exports enlarge the volume of imports of equipment that can be 
financed without endangering the balance of payments and the greater 


4 G. Haberlcr, op. tit. 

S M.H. Wikins. “The Staple Theory of Economic Growth," Canadian Journal' of 
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degree of freedom makes it easier to plan domestic investment for 
development. 

Second, foreign trade possesses an “educative effect”. Underde- 
veloped countries lack in critical skills, which are a greater hindrance to 
development than is the scarcity of capital goods. Foreign trade tends to 
overcome this weakness. For, it is, in the words of Haberler, “the means 
and vehicle for the dissemination of technical knowledge, the transmis- 
sion of ideas, for the importation of know-how skills, managerial talents 
and entrepreneurship.” The importation of ideas, skills and know-how 
is a great stimulus to technological progress in underdeveloped 
countries. It provides them with an opportunity to learn from the 
successes and failures of the advanced countries. Foreign trade helps in 
accelerating the development of poor countries by facilitating the 
selective borrowing of ideas, skills and know-how from the developed 
countries and adopting them in accordance with their factor endow- 
ments. Even the rapid development of the USA, Japan and Soviet 
Russia has been the result of the educative effect of foreign trade. 

Third,' foreign trade provides the basis for the importation of foreign 
capital in LDCs. If there were no foreign trade, foreign capital would 
not flow from the rich to the poor countries The volume of foreign 
capital depends, among other factors, on the volume of trade. The 
larger the volume of trade, the greater will be the ease with which a 
country can pay back interest and principal It is, however, much easier 
to get foreign capital for export-increasing industries than for import 
substitution and public utility industries. But from the point of view of 
the importing country, the use of foreign capital for import substitution, 
public utilities and manufacturing industries is more beneficial for 
accelerating development than merely for export promotion. Foreign 
capital not only helps in increasing employment, output and income but 
also smoothens the balance of payments and inflationary pressures 
Further, it provides machines, equipment, know-how, skills, ideas, and 
trains native labour. 

Lastly , foreign trade benefits an LDC indirectly by fostering healthy 
competition and checking inefficient monopolies. Healthy competition 
is essential for the development of the export sector of such economies 
and for checking inefficient exploitative monopolies that are usually 
established on the grounds of infant industry protection 

Thus foreign trade, in addition to the static gams resulting from 
efficient resource allocation with given production functions, powerfully 
contributes in four ways indicated above, by transforming existing 
production functions and pushing them upwards and ou^*-' 4 ' 6 


‘G Haberler, op. 
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Its Criticisms 

The foregoing analysis, based as it is on the comparative cost 
doctrine, has been criticised by economists like Prebisch, Singer and 
Myrdal. 7 They opine that historically international trade has retarded 
the development of LDCs. Three arguments are usually advanced in 
support of this view that international trade has impeded development. 

1. International trade has strong backwash effects on the LDCs, 
according to Myrdal. He writes, “Trade operates (as a rule) with a 
fundamental bias in favour of the richer and progressive regions (and 
continues) and in disfavour of the less developed countries.” 8 Unham- 
pered trade between two countries of which one is industrial and the 
other underdeveloped, strengthens the former and impoverishes the 
latter. The rich countries have a large base of manufacturing industries 
with strong spread effects. By exporting their industrial products at 
cheap rates to LDCs, they have priced out the small-scale industry and 
handicrafts of the latter. This has tended to convert the backward 
countries into the producers of primary products for exports. The 
demand for primary products being inelastic in the export market, they 
suffer from excessive price fluctuations. As a result, they are unable to 
take advantage of either a fall or a rise in the world prices of their 
exports. The importing countries take advantage of the cheapening of 
their products because of the inelastic market for their exports. Similar 
advantages follow when there is any technological improvement in their 
export production. When the world prices of their products rise, they 
are again unable to benefit from it. Increased export earnings lead to 
inflationary pressures, malallocation of investment expenditure and 
balance of payments difficulties when they are wasted in speculation, 
conspicuous consumption, real estate, foreign exchange holdings, etc. 

2. It has been contended that the operation of the international 
demonstration effect through foreign trade has adversely affected 
capital*formation in LDCs. 

3. In the opinion of Prebisch there has been a secular deterioration in 
the terms of trade of the LDCs. It implies that there has been an 
international transfer of income from the poor to the rich countries and 
that the gains from international trade have gone more to developed 
countries at the expense of the former, thereby reducing their level of 
real income and hence their capacity for- development. 

But all these criticisms are unfounded. There is no empirical evidence 


R. Prebisch , The Economic Development oi Latin America and its Principal Problems, 
1950, H.W. Singer, ‘The Distribution of "Gains between Investing and Borrowing 
Countries’, American Economic Review, May 1950; G. Myrdal, An International 
Economy, 1956. 

8 G. Myrdal, Challenge to Affluence, 1963. 
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to prove that the development of the export sector has been at the 
expense of the -domestic sector. Foreign trade has not always stood in 
the way of domestic investment. Nevertheless, as pointed! out by 
Nurkse, “even unsteady growth through foreign trade is surely better 
than no growth at all.” 

The adverse effects of the demonstration effect are also exaggerated. 
Emulation of higher standards of living and superior consumer goods 
act as incentives to increased effort and productivity on the part of the 
people of LDCs. It encourages the development of service occupations 
to supply superior goods. It also exercises a healthy influence in 
stimulating local initiative and enterprise. Again, the adoption of the 
western consumption standards tends to influence the subsistence sector 
favourably. The incorporation of milk, eggs, vegetables, and fruits in 
diet induces agriculturists to produce them more for the market, in 
addition to subsistence production. It involves the investment of more 
capital and making improvements in agriculture, dairy and poultry 
production. This also provides increased employment, income and leads 
to further capital accumulation. The subsistence economy itself tends to 
be converted to an exchange economy gradually. 7Tie government is 
encouraged to provide more amenities in the form of improved means 
of transport, communications, irrigation, power, etc. There is also a 
tendency on the part of the people to move from the villages to towns to 
seek jobs in those secondary and service occupations which produce the 
new consumer goods and services. Imitation of advanced production 
methods further helps in increasing the rate of capital accumulation in 
LDCs. Governments in such countries have encouraged the transmis- 
sion of improved techniques like the L-D process of steel production, 
the introduction of high-yielding maize hybrids, and Mexican wheat, the 
Japanese method of rice cultivation, improved seeds and fertilizers, etc. 
It is, therefore, not wholly correct to say that the international 
demonstration effect inhibits the propensity to save and the rate of 
capital formation in LDCs. In fact, by imitating the consumption and 
investment patterns of the advanced countries they have been able to 
accelerate the pace oi economic development. 

So far as the problem of deterioration in (he terms of trade of the 
LDCs is concerned, it is conjectural and based on obsolete data. In the 
first instance, every LDC is dependent upon a very narrow range of 
export of primary products. Moreover, such countries produce only a 
part of the world’s total exports of minerals and agricultural products. 
Caimcross has shown that in 1937 the volume of primary products from 
the industrial countries was stightly lower than in 1913 while exports 
from non-industrial countries were over'50 per cent higher. By 1950, 
there had been a spectacular change when exports from other countries 
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ill sharply. In 1957, both groups had added 50 per cent to the volume of 
leir exports of primary products. Thus both groups experienced 50 per 
ent expansion in the volume of exports between 1950-57. Lastly, this 
iew fails to take into account changes in the pattern of exports and 
nports of underdeveloped countries. LDCs are no longer exporters of 
nmary products and importers of manufactures. According to GATT, 
ley import only one-third of their total consumption of manufactured 
rticles and even this proportion is on the decline. They produce the 
imaining two-thirds at home. 9 Mostly they import capital goods, raw 
laterials and food-stuffs. Manufactured consumer goods hardly form 

0 per cent of their total imports. On the other hand, their exports 
onsist of textiles, light engineering goods, machine tools, steel, and a 
ariety of manufactured consumer goods. The reason for the deteriora- 
on in the terms of trade of underdeveloped countries has not been the 
eclining world demand for their primary products, but inflationary 
ressures leading to high costs and prices, and a large external deficit 
diich act as a drag on their exports. 

Conclusion. Thus it is an erroneous view that international trade has 
perated as a mechanism of international inequality and has retarded 
he development of LDCs. Rather, foreign trade has acted as an engine 
if growth for them. Thus Caimcross is right in saying, “Over the past 
entury and a half the growth of international trade has continued to 
pen up new opportunities of specialisation and development for the 
ountries engaged in it. These opportunities were particularly in the 
'rimary producing countries overseas that were still in the process of 
ettlement, since trade enabled them to bring into use unexploited 
atural resources and freed them from the limitations of their own 
omestic markets.” . 

NOTE ON PREBISCH-SINGER THESIS 

Tie Prebisch-Singer thesis enunciates that the secular deterioration in 
lie terms of trade has been an important factor in inhibiting the growth 
f underdeveloped countries. The terms of trade between the peripheral 
underdeveloped countries) and the cyclical centres (developed coun- 
ries) have shifted in favour of the latter because monopolistic elements 

1 their product and factor markets have allowed them to keep the 
enefit of their technological progress in the form of rising factor 
icomes, whereas in the former the gains in productivity have been 
istnbuted in price reductions. 

Prebisch assumes that the capacity to import or income terms of trade 

9 International Trade, 1959, GATT. 
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is the determining factor of economic growth in LDCs and the terms of 
trade is the most important ‘conduit’ for transmission of productivity 
gains from cyclical centres (DCs) to the peripheral countries (LDCs). 
His conten ,; on is that in the organic growth of the world economy, over 
the last sevei *y years, the primary producing LDCs have failed to share 
in the gains of this world economic growth generated by the DCs and 
the reason for this has been their declining capacity to import. 10 He 
points out on the basis of the United Kingdom’s terms of trade with the 
poor countries that between the 1870s and the 1930s there was a secular 
downward trend in the prices of primary goods relative to the prices of 
manufactured goods. The reason for their price movements has been 
that “in the centre the incomes of entrepreneurs and productive factors 
increase relatively more than productivity, whereas in the periphery the 

increase in income is Jess than that in productivity In other words, 

while the centres kept the whole benefit of technical development of 
their industries, the peripheral countries cannot spare to them a share of 
the fruits of their own technical progress.” 11 The peripheral countries 
have not only failed to share in the productivity gams of the developed 
countries but also in retaining their own productivity gams because of 
population pressures, technological backwardness and for the principal 
reason that their economic activity is dominated by the cycles of 
industrial activity in the developed countries. 

Singer’s 12 contention is that the opening of the LDCs to foreign trade 
and investment has tended to inhibit their development since the 
purpose and effect of these investments have been to open up new 
• sources of food for people and for the machines of developed countries 
The specialisation of LDCs in exports of food and raw materials to 
industrialized countries, largely as a result of investment by the latter 
has been unfortunate for the LDCs for three reasons: (/) The investing 
countries have reaped the larger share of the cumulative multiplier 
effects of foreign investment as a result of heavy profit remittances 
abroad. ( if ) It has “diverted the underdeveloped countries into types of 
activity offering less scope for technical progress, internal and external 
economies taken by themselves. . . (lii) It has led to the deterioration 
in the terms bf the trade of LDCs. In the words of Singer: “It is a matter 
of historical fact that ever since the seventies the trend of prices has 
been heavily against sellers of food and raw materials and in the favour 

,0 F.A Mehta, "The Effects of Adverse Income Terms of Trade on the Secular Growth 
of Underdeveloped Countries,” Indian Economic Journal, January 1957. 

n R. Prebisch, Economic Development of Latm America and Principal Problems, 

1950. * 

,Z H.W. Singer, “The Distribution of Gains Between Investing and Borrowing 
Countries,” American Economic Review, May 1950 
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of the sellers of manufactured articles.” 

Of the three factors, the last one has been crucial in impoverishing the 
LDCs because the developed countries have gained in the form of 
higher wages and profits by exporting manufactured articles to the 
LDCs at higher prices whereas the gains in food and raw material 
production in the LDCs have been dissipated in price reductions 
thereby again benefiting the developed countries. This is reflected in 
rapidly rising standards of living of the latter as against the former. The 
operation of Engel’s Law has been a major factor in accentuating price 
differentials between the ‘peripheral’ and the ‘centre’. As incomes rise, 
the demand for food rises more slowly than the demand for manu- 
factured articles. As a result of technical progress in manufacturing, 
there is reduction in the amount of raw materials used per unit of 
output. Thus the demand for raw materials falls. This fall in demand 
along with low price elasticity of demand for both raw materials and 
food results in large price falls, both cyclically and structurally. “At the 
same time, the short-run supply is said to be equally inelastic and 
equally subject to erratic shifts occasioned by forces of nature; a drought 
or disease can decimate a crop or the weather may produce a bumper 
harvest. Consequently, prices are said to be very volatile. In general 
price fluctuations in the post-war period have however been more often 
caused by changes in demand than by changes in supply.” This is 
illustrated in Fig. 47.2 where D and S represent world demand and 
supply curves of primary products which are inelastic. A small increase 



in supply from SS to S'S'or decrease in 
demand from DD to D'D' will lead to 
a large fall in price from OP to OF. 
Thus the developed countries have 
enjoyed beneficial cumulative effects 
in their dual capacity as consumers of 
imported food and raw materials at 
low prices and as producers of high- 
priced exportable manufactured arti- 
cles, whereas the LDCs suffered both 
as producers of low-priced food and 


fig. 47.2 raw matena Is and consumers of higb- 

' . priced imported manufactures. 

^ ACC ° r , ding }° Sln S er > the fairly widespread impression that this trend 
ward deterioration m the terms of trade of primary producers has 
een reversed since pre-war days has not been borne out by facts. The 
led ,;° benefit from hi S h Prices for their primary products 
• , e ^ use e profits for expanding their production rather than 

g lem m capital goods. Conversely when prices are low they do 
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not have the means to industrialize, ttiougn the desire is great. Here 
again it seems, writes Singer, “that the underdeveloped countries are in 
danger of falling between two stools: failing to industrialize in a boom 
because things are as good as they are, and failing to industrialize in a 
slump because things are as bad as they are.” . - 

The remedy Singer suggests is that the LDCs should absorb the flow 
of international investment into their economic system by reinvesting its 
profits, by generating complementary domestic investment, and by 
finding the requisite domestic resources for this. Prebisch and Myrdal, 
on the other hand, favour protectionist measures for them. 

Its Criticism. Economists have severely criticised the Prebisch-Singer 
secular deterioration theory both for its statistical and analytical 
arguments. 

1, The thesis is based entirely on the ‘inverse’ of the annual index of 
the United Kingdom’s commodity terms of trade. This is a weak 
statistical base for the generalisation that historically the terms of trade 
of LDCs have deteriorated between 1870 and 1930s. Certain objections 
are advanced against the terms of trade index.- First , this index does not 
take into account quality changes in the products and makes little 
allowance for new products. This introduces a bias against primary 
products which remain almost unchanged in quality; and in favour of 
industrial prpducts which are improved in quality and range. Second, 
the terms of trade index leaves out services. In the British terms of trade 
import prices are taken c.i.f. and export prices f.o.b., so transport costs 
are covered in' import prices and excluded in export prices. Even if 
transport costs change, tne terms of trade of one country cannot be 
regarded as an accurate index of the terms of trade of one country 
cannot be regarded as an accurate index of the terms of trade of the 
other. Thus any computation that omits services like transport costs will 
naturally be biased against the LDCs. Third, the thesis is a 
generalisation based on the British terms of trade which cannot be taken 
as representative of other developed countries. Kindleberger 13 has 
proved on the basis of his computation of indices for other European 
countries that the generalisations based on the terms of trade of the 
United Kingdom do not hold good for other DCs. Fourth, even taking 
the terms of trade of the United Kingdom as representative of the DCs, 
the import-price index is a mixed bag concealing different price trends in 
foodstuffs, minerals and raw materials. Fifth, the commodity terms of 
trade between primary products and manufactured articles are not the 
same as between underdeveloped and developed countries. Last, it is 
not correct to move on the presumption that the prices of different 
primary products like foodstuffs, minerals, raw materials all moved 

,J C P. Kmdleberger, T he Terms of Trade, a European Case Study, 1956 
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together. Moreover, the LDCs export varied primary products. It is, 
therefore, wrong to group them together for the purpose of the thesis. 
Haberler asks in this connection, “Can any one seriously maintain that 
the long-run change in the terms of trade is the same for: (a) agricultural 
exporters (Argentina, Uruguay), (b) mining countries (Bolivia), (c) 
coffee exporters (Brazil) and (d) petroleum exporters (Venezuela).” 

2. The secular deterioration thesis has no t been proved correct by 
modern researches made by Kindleberger, Ellsworth, Morgan, 
Haberler and Lipsey. 14 Lipsey concludes in his study thus, “Two widely 
held beliefs regarding net barter terms of trade found no confirmation in 
the data for the United States. One is that there has been a substantial 
long-term improvement in the terms of trade of developed countries, 
including the United States; the other, that there has been a significant 
long-term deterioration in the terms of trade of primary as compared to 
manufactured products. Although there have been very large swings in 
US terms of trade since 1879, no long-run trend has emerged. The 
average level of US terms of trade since World War II has been almost 
the same as before World War I.” 

3. It is not correct to identify that all LDCs export primary products 
and all developed countries export manufactures because there are 
many LDCs like India that also export manufactures, and developed 
countries like Australia and Denmark often export primary products. 

4. The argument that monopolistic element in the DCs have kept the 
benefits of technical progress with themselves and have hurt the 
producers of primary products in LDCs has not been proved by any 
empirical evidence. 

5. The contention that the operation of Engel’s law tends to reduce 
secularly the demand of developed countries for primary products has 
been exaggerated because this law applies to food and not to raw 
materials. Moreover, “relative prices depend not only on demand but 
also on supply conditions which are likely to change profoundly over 
long periods.” 

6. According to Fredie Mehta, 15 the terms of trade is not the most 
important determinant of economic development. Though productivity 
gains have not been passdd’on to the underdeveloped countries in the 
form of low-priced manufactures, yet they have been passed on to them 
in the form of ‘product improvement’, ‘product inventions’ and ‘product 
diversification’. They have actually benefited from' foreign investments. 

C.P. Kindleberger, Ibid.; P.T. Ellsworth, “The Terms of Trade between Primary 
Producing and Industrial Countries,” Inter-American Economic Affairs, Summer 1956; 
T. Morgan, “The Long-Run Terms of Trade between Agricultural and Manufacturing,” 
Econometrics, 1957, G. Haberler, International Trade and Economic Development, 
1959; and R.E. lipsey, Price and Quantity Trends in the Foreign Trade of the US, 1963. 

“F.A. Mehta, op. cit. 



Role of Foreign Trade in Economic Development ■ 


437 


7. It is unreasonable to infer from the conditions of 1870 to 1930 that 
there has been a secular deterioration in the terms of trade of LDCs due 
to the declining world demand for their primary products. Tremendous 
changes have taken place in methods of production and transportation 
in world production and trade, and in world population and standards of 
living since 1870. It is, therefore, not possible to assess their impact on 
the terms of trade 

8. According to MacBean, 16 export instability in LDCs seems to arise 
from quantity fluctuations than from changes in prices. This suggests 
that policies which aim solely at price stabilisation may remove 
relatively little of the export instability and in some cases may even 
increase fluctuations in total proceeds 

9. As a policy measure, Prebisch suggests protection while Singer 
favours better utilisation of foreign capital. There is no dispute with 
regard to Singer's suggestion, but Prebisch has been severely criticised 
for his protectionism. Myrdal doubts that the underdeveloped countries 
possess sufficient monopoly or monopsony power to improve their 
terms of trade by imposing import or export duties Even if they were to 
have monopolistic cooperation, the gain would be short-lived because it 
could be negated by retaliatory measures or by changes in the value of 
the demand and supply elasticities 17 The policy measures are weak 
because they fail to emphasize the importance of export promotion, 
import substitution and monetary and fiscal measures to correct the 
terms of trade. 

Conclusion. Despite these criticisms, the Prebisch-Singer thesis has 
been vindicated by recent data on the terms of trade between the LDCs. 
For instance, the UNCTAD Trade and Development Report, 1981, 
reveals that from 1960-73 the low-income LDCs with per capita GNP 
under 5 400 showed a decline in terms of trade by 11 per cent, the 
middle-income LDCs with per capita GNP between $ 400 and $ 800 
showed improvement by 6 per cent, and the high income LDCs over $ 
800 GNP per capita showed an improvement by 3 per cent. But the 
non-OPEC underdeveloped countries showed a decline in terms of 
trade by 12 per cent between 1958 and 1978, whereas all the LDCs 
including OPEC showed a decline of 5 per cent. 

An IMF Surx-ey, 1982, for 30 primary commodities exported by the 
LDCs, excluding petroleum and gold, showed that between 1957 and 
1982, the terms of trade (1975=100) of primary exports of the LDCs 
versus manufactured exports of DCs declined by 32 per cent 
Commodity-wise, the decline for food was 27 per cent, agricultural raw 

**A,|. MacBean, Export Instability and Economic Development, 1966 

,T G. Myrdal, An Intcmavonal Economy, 1955 
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materials by 45 per cent, and beverages and metals by 28 per cent each. 

We may conclude with Streeten that there are still forces at work that 
make for an uneven distribution of gains from trade and economic 
progress generally, so that the lion’s share goes to the- lions, while the 
poor lambs themselves are swallowed up in the process. 



Chapter 48 


COMMERCIAL POLICY AND ECONOMIC 
DEVELOPMENT 


MEANING 

Commercial policy plays an important part in the economic develop- 
ment of an LDC. Commercial policy may be defined as one that helps in 
accelerating the rate of economic development, (a) by enabling the 
underdeveloped country to have a larger share of the gains from trade, 
(b) by augmenting the rate of capital formation, (c) by promoting 
industrialization; and (d) by maintaining equilibrium in the balance of 
payments. 


ARGUMENTS FOR AND AGALNSI 

Various arguments have been put forth in support ot mrnt 
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for the natural products of such countries. Third , a tariff policy of this 
type is effective only if the “foreign-offer curve” is inelastic. But in the 
case Of underdeveloped countries, the foreign-offer curve is usually 
elastic. As a result, they supply less exports and demand less imports as 
the price of imports rises. The higher is this elasticity, the greater will be 
the fall in the volume of trade as a result of the imposition of tariff. 
These price elasticities of supply and demand act as one of the important 
limitations to the terms of trade argument. 

However, discounting all these limitations, “it is likely that the gain 
from trade would be only a short-term gain which would be eliminated 
quickly by retaliatory measures by other countries, changes in elastici- 
ties or by changes in the government’s “expenditures of customs 
revenue or an internal redistribution of income. ” l 

2. The Saving Ratio Argument. One of the principal sources of capital 
formation is an increase in the tempo of investment by stepping up 
domestic savings. Domestic savings can be stepped up by restricting the 
importation of consumer goods through direct controls or prohibitive 
duties. The consumption expenditure is thereby reduced which is 
equivalent to an increase in savings. This increase in savings is, in turn, 
utilized for importing capital goods. Thus for capital formation, the 
necessary condition is that a reduction in the imports of consumer goods 
must be followed by an increase in the imports of capital goods of the 
same value. 

Its Limitations, But this argument is also not free from limitations. 
First, if the import restrictions do not result in reducing consumers’ 
expenditure, but lead to a shift of expenditure from imported to 
domestic consumption goods, the demand for the latter goods will rise 
in relation to their supply and there will be an inflationary pressure on 
prices and costs. As Nurkse puts it aptly, “When the escape valve of 
consumable imports is shut off, the pressure of the steam in the system 
increases, demand becomes excessive in relation to domestic supply and 
tends to push up the level of prices.” 2 Second, the increase in home 
consumption will also occur at the cost of home investment because 
increased consumption draws domestic factors away ' from capital 
construction or maintenance. Leaving aside an increase in voluntary 
savings, capital formation can, however, take place by purchasing 
imported capital goods through forced saving that results from inflation. 
Third, if the import restrictions on luxury consumption goods are not 
accompanied by similar restrictions on the domestic production of these 
-goods, domestic savings will be sucked into non-essential channels. 

‘Meier and Baldwin, op. cit„ p. 404. Italics mine. 

2 Ibid„ p.112. 



Commercial Policy and Economic Development 


441 


Thus the “economy surrenders through the back-door what it secures by 
the front-door.” It cannot be denied that economic growth does take 
place in this way, but it takes a needlessly painful and contorted form. 
Fourth, this argument assumes that a policy of import restriction on 
consumption goods does not affect exports adversely. If import 
restrictions are placed to protect domestic import-competing industries 
they are likely to attract resources away from the export industries. 
Then the exports will be adversely affected. It is also possible that the 
incentive to peasants to produce the exportable crops may be dampened 
by the denial of imported consumption goods. Fifth, a policy of import 
restrictions leading to an increase in domestic costs and prices may have 
an unhealthy effect on exports. Thus Nurkse observes: “The simple idea 
that more capital can be got for the country merely by pinching and 
twisting the foreign trade sector is an instance of the fallacy of misplaced 
concreteness.” 3 

3. The Foreign Investment Argument. Protection also acts as a source 
of capital formation by attracting direct foreign investment in the 
underdeveloped country. One of the methods is the setting up of tariff 
factories in the tariff imposing country by the foreign manufacturer in 
order to escape the import controls. The foreign manufacturer may set 
up a branch or subsidiary of his firm alone or in collaboration with local 
enterprise behind the tariff wall when the finished products are 
prohibited while raw materials and necessary parts are permitted duty 
free. Some of the foreign industrial investment in India, in recent years, 
has been of this type. But the mam obstacle in the flow of direct foreign 
capital has been the small size of the domestic market for the restricted 
imports in the underdeveloped countries. A wide domestic market acts 
as a big incentive in attracting foreign capital. As Nurkse puts it bluntly: 
“Tariff protection, if it can help at all, can only help the strong, it cannot 
help the weak.” 4 

4. The Infant Industry Argument. The famous Listian “infant 
industry” argument in favour of protection gives enough inducement to 
underdeveloped countries in accelerating their pace of industrialization. 
There are some industries which can be fruitfully developed m 
underdeveloped countries provided they are protected from foreign 
competition. In the present, their costs of production may be more due 
to the lack of certain basic facilities, but in due course of time, after the 
initial difficulties are overcome, their products would cost less The 
future fruits of industrialization would more than compensate for the 
sacrifice undergone in the form of higher prices in the present. Thus the 

} Ib!d , p 115. 

•Ibid., p. 106 
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argument is that “infant” industries need protection from foreign 
competition till they attain adulthood. The period between infancy and 
adulthood is generally characterized by a transition from the agricultural 
to the industrial stage. Myrdal has assigned “four special reasons for 
industrial protection in underdeveloped countries— the difficulties of 
finding demand, to match new supply, the existence of surplus labour, 
the large rewards- of individual investments in creating external 
economies, and the lop-sided internal price structure disfavouring 
industry .” 5 These reasons are interrelated and provide an “infant 
economy” case for protection to an underdeveloped country. 

Its Limitations. But it has its limitations. First, according to Nurkse, 
infant industry protection alone is an ineffective instrument of promot- 
ing economic development because it overlooks the problem of capital 
supply. Second, infant industry protection should not be given before 
the industry has been actually set up. As Nurkse said, “Infant creation 
must take precedence over infant protection.” Third, tariff protection 
cannot create or increase the supply of capital required by the infant 
•industry. If can, however, make a contribution on the demand side by 
increasing the inducement to invest in the protected industry. But this 
argument is confined only to creating demand for import-substitutes. 
Fourth, it is also doubtful whether the stress on import-substitutes will 
be enough to lead to a balanced growth of the economy. For, without an 
overall growth of the economy, investment in the import-competing 
industries will be very small. Nurkse cautions that too much reliance on 
import restrictions should be avoided because the import-substitutes 
produced at home are costly and tend to reduce real income . 6 Fifth, 
given that the infant industry has been created, it must satisfy a number 
of conditions for the policy of protection to be successful. It is essential 
that the industry would not develop without the help of protection and 
that eventually it would be able to stand on its own legs when protection 
could be removed. Above all, it should acquire enough skill and 
experience to produce at low costs. It implies that though in the initial 
stages there may be losses, yet in the future the industry should be in a 
position to realize sufficient saving in costs. Sixth, it is also difficult to 
decide the amount and the period of protection to be given to the infant 
industry. For making these decisions Dr LakdawaJa stresses, “It is 
necessary not only to know and forecast the domestic demand and 
supply conditions but alsb those of the rest of the world. An error of 
judgement may prdve costly, as the possibilities of reversal are limited. 
Once a protected industry comes into existence, even if it does not grow 


5 G. Myrdal, An International Economy, p. 279 

6 Nurkse, op. cit., pp. 105-108. 
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out of its infancy, it has to be borne with, especially in countries where 
the employment problem presents concern To minimize the chances of 
failure, it is necessary not only to insist on a competent impartial 
enquiry as a prior condition, but also the government has to act as 
watchdog to ensure the full efficiency and productivity of protected 
industries.” Seventh, assuming that these requirements have been 
satisfied, the right selection of infant industries is somewhat uncertain 
because it is difficult to forecast changes in costs and the extent of 
external economies in the future. It is, therefore, advisable to impose a 
uniform ad valorem duty on 'all the manufactured products, rather than 
heavy selective duties in order to encourage the development of 
particular industries. 7 

5 . External Economies Argument. Another argument for protection 
is that the establishment and development of every new industry yields 
benefits in the form of external economies. These external economies 
result in a divergence between private profit and social benefit And 
when such divergence arises, a case can be made for import restrictions 
or subsidization in order to lessen this divergence. Scitovsky 8 maintains 
that the concept of external economies in the context of industrialization 
of underdeveloped countries is used in connection with the social 
problem of allocating savings among alternative investment opportuni- 
ties. 

External economies are generally classified as “technological” and 
“pecuniary” external economies. They arise because of direct inter- 
dependence among the producers. “Technological external economies 
exist whenever the output of a firm depends not only on the factors of 
production utilized by this' firm but also on the output and factor 
utilization of another firm or group of firms.” 9 These “technological 
external economies” affect the firm’s output through changes in its 
production function. According to Scitovsky, “Pecuniary external 
economies are invoked whenever .the profits of one producer are 
affected by the actions of other producers.” He explains further that 
with an expansion in the capacity of an industry as a result of 
investment, prices of its products fall and the prices of the factors used 
by it rise; The lowering of product prices benefits their consumers and 
the rising of factor benefit's their suppliers. When these benefits accrue 

7 D.T. Lakdawala, “Commercial Policy and Economic Growth" in Trade Theory and 
Commercial Policy in Relation Id Vnderde\elopedi Countries, (ed ) A K Daw Gupia. p 
31. n 5 

> Tibor Scitovsky, “Two Concepts of External Economies” in Aggarwa! and Singh (ed ). 
op. at., pp. 295-303. 

*J E Meade, “External Economies and Diseconomies in a Competitive Situation" 
Economic Journal, March 1952 
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to firms in the form of profits, they arc pecuniary externa! economics. 10 
. Its Limitations. The external economies argument has the following 
limitations: First, if production costs of firms in other industries are 
lowered as a result of expansion in the capacity of the protected 
industry, due to the emergence of technical or pecuniary external 
economics, ‘the private profitability understates its social desirability in 
this situation.’ As a result, the production of commodities will be less 
than optimal. In other words, investment decisions will be less than 
optimal, if investment in the protected industry increases the profitabi- 
lity of an another industry. Thus protection granted to a range of 
complementary industries is socially more profitable whereas in the ease 
of isolated industries, it might be less profitable. As Scitovsky 
emphasises, “Only if expansion in industries were integrated and 
planned together, would the profitability of investment in each one of 
them be a reliable index of social desirability?” 11 Second, Myrdal is of 
the view that greater external economics are realizable in the export as 
well as the import-competing industries. 12 Third, in reality, one must 
count only the net external economies — the external economies minus 
diseconomies — accruing to domestic nationals and leave out of account 
the pecuniary external economics accruing to foreign. buyers from the 
expansion of export industries and the diseconomies inflicted on foreign 
competitors by the expansion of import competing industries. Accor- 
dingly, investment in export industries, concludes Scitovsky, is always 
less and that in import competing industries, is always more desirable 
from the national point of view. 

6. Factor Rc-dlstribution Argument. It is contended that in an 
underdeveloped country the gap in prices and costs between agriculture 
and industry is so wide that it hampers the development of industry. 
This view was first of all put forth by M. Manoiiesco 13 who advocated 
protection for industry since industry was more productive than 
agriculture. Lewis 14 and Myrdal have restated the argument in recent 
years. 

In overpopulated underdeveloped countries, the- money wages of 
labour in industry exceed the social cost of labour in alternative uses. 
Due to the existence of the extended family system and underemploy- 
ment in the rural areas, wages tend to be low in agriculture and high in 
industry. An underemployed or unemployed worker in the rural area 
will not be prepared to accept a job in the town unless the wages offered 

"’Scitovsky, op. cit, 

"Ml. 

12 Ml., p. 227, 

13 M.Mnnoilcsco, Theory of Protection and International Trade', 1931. 

4 W,A, Lewis, in Afigarw.il and Singh, op. cit. 
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exceed his share of the family income. From the point of view of the 
society, the value of the worker’s output is smaller than what he is 
prepared to accept in an alternative job in the town, since his marginal 
product is negligible or zero as he is underemployed or unemployed. 
Thus a policy of protecting industries is called for in order to 
compensate for this gap in money and social costs and also to provide 
viable employment opportunities for the surplus’labour force. Myrdal 
states that in an underdeveloped country the span between wages in 
manufacturing industry and in agriculture tends to be particularly 
broad. This will hamper industry if it is not given protection to a 
corresponding degree. Moreover, the social costs for labour in industry 
are actually lower than money costs. And protection will compensate 
for this gap in labour costs between agriculture and industry ,s It is 
maintained that since agriculture is less productive than industry, real 
income can be raised by factor redistribution through a policy of 
protection. 

Its Limitations. This argument is also not free from limitations. 
First, this argument is not cogent when applied to the problem of 
disguised unemployment existing in underdeveloped countries. If a 
portion of surplus working force (whose marginal productivity in 
agriculture is zero) is withdrawn from agriculture and gainfully 
employed in industry, it will raise the real income of the country. For 
this purpose industries are to be protected against foreign competition. 
Second, we have already discussed the various aspects of the problem of 
‘disguised unemployment.’ Given that disguised unemployment does 
exist, should protection be given in order to transfer surplus labour 
force from agriculture to industry? Nurkse’s solution to this problem is 
not through industrialization but by employing surplus labour in capital 
projects. The problem is not one of protecting industry but of 
stimulating labour mobility by removing the various social and 
institutional barriers. Third, this “superiority of industry” argument is, 
however, untenable in the context of economic growth. A country is 
poor not because of the agricultural bias of its economy but due to low 
agricultural productivity. In fact, for rapid economic growth agricultural 
development must keep pace with industrial development. Agricultural 
productivity should continue to increase in order to provide food to a 
growing population, to. supply raw materials to expanding domestic 
industries, to earn more foreign exchange, and above all to accelerate 
the rate of capital formation. Too much emphasis on industry is, 
therefore, likely to adversely affect agriculture and exports. Thu* 
primary production cannot be regarded as a cause of poverty. It is an 
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to get away from those with a doubtful future .” 17 

This policy, in turn, necessitates the adoption of the following 
measures: (j) An essential precondition for the fulfilment of the export 
programme is the realization of the production targets set in the 
agricultural mineral and industrial sectors of the economy; (if) Restrain- 
ing the growth of domestic consumption of commodities through fiscal 
or other measures in order to create adequate export surplus; (Hi) 
Maintenance of reasonable internal price stability; (zV) Modernisation 
of export-oriented industries; (v) Timely import of raw materials and 
capital equipments needed for the production of exportable goods and 
even supplying them at subsidized prices; (vi) Relaxation or removal of 
export restrictions on exportable goods; (viz) Provision of credit, 
insurance and transport facilities to exporters. In India, credit facilities 
to exporters are provided by the Reserve Bank of India, the State Bank 
of India, and the Refinance Corporation. Besides, there is the Export 
Credit and Guarantee Corporation which insures all export risks, 
furnishes guarantees to banks on behalf of the exporters for credit 
facilities and provides supplementary credit facilities for export promo- 
tion. While the Indian Railways provide cheap and preferential 
transport facilities; (viii) Tax concessions to exporters using imported 
raw materials, semi-processed goods or components in the manufacture 
of exportable commodities; (ix) Stabilisation of prices of exportable 
goods; (a - ) Measures for the introduction and enforcement of quality 
control and compulsory preshipment inspection of various exportable 
commodities. In India, the Export Inspection Council performs these 
twin functions; (xi) Establishment of a commercial intelligence service 
for the compilation and dissemination of information to guide exporters 
and foreign importing firms; (xii) Establishment of a trading company to 
represent business interests of exporters in foreign countries having 
branches in key centres of the world; (xiii) Promotion and participation 
in industrial and trade fairs abroad and to arrange visual commercial 
publicity for the purpose of export promotion; (xivj Setting up export 
promotion councils for major export goods. In India there are Export 
Promotion Councils in the case of major exportable commodities which 
perform both advisory and executive functions. They have been set up 
to secure the active cooperation of growers,- producers and exporters in 
the country's drive for export promotion. Some of the councils have 
opened regional centres at important places in India and abroad; (xv) 
Conclusion of bilateral trade agreements with developed countries; 
(xvi) Cooperation among developing countries in the sphere of foreign 
trade. Since most of the underdeveloped countries export almost similar 

I7 G. 'Myrdal, op.. tie, p. 854. - . •••;, 
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types of products, they enter into competition with one another which is 
detrimental to them. Nurkse, Myrda! and others have, therefore, 
suggested cooperation among them in the field of international trade. It 
may be cooperation in a particular region or the creation of a common 
market among countries of the same character. This is the only way to 
boost up the trade of underdeveloped countries by increasing their ■ 
bargaining strength in the world market. "The Say’s Law of Market, so 
to say, will have a wider application among various countries of the 
underdeveloped region than within one country itself. The supply of one 
country would meet the demand in the other, and vice versa.” 18 
' 2. Import Substitution. Another important method to overcome the 
balance of payments difficulties has been the import substitution. The 
strategy is to cut down imports of consumer goods and produce them at 
home. As Myrdal has pointed out, “The danger on the foreign exchange 
front provides a reason for directing investments in industry towards 
production of commodities that are substitutes for imports." 19 Accord- 
ing to Hirschman, there are four impulses of import substituting 
industrialization. They are the balance of payments difficulties, wars, 
gradual growth of income, and deliberate development policy. The first 
leads to a bias in favour of non-essential mdustnes and the last is likely 
to produce exactly the opposite bias. The two motivating forces of 
industrialization by import substitution in developing countries have 
been balance of payments difficulties and deliberate development 
policy. The measures which are adopted in pursuance of these two 
impulses are import duties, quotas and import of exchange surcharges 
and multiple exchange rates as price-protective devices, while tax 
exemptions and subsidies are used to reduce costs in import-competing 
industries. Import substitution necessarily begins with the manufacture 
of durable consumer goods at the final stages of production. The 
country imports many converting assembling and mixing plants and 
turns out finished consumer goods that were previously imported and 
then moves on, more or less rapidly and successfully, to the higher 
stages of production — to intermediate goods and machinery through 
backward linkage effects. 20 

Case for Import Substitution. The case for import substitution rests on 
the grounds that trade had operated historically as a mechanism of 
international inequality to the disadvantage of backward countries 
They are. therefore, justified in adopting the strategy of industriahza- 

U M S Khan. India's Economic Development and International Economic Relations, 
2nd ed 

', W G. Myrdal. op. tit 

w A.O Hirschman, 'The Political Economy of Import Substituting Industrials 
Latin America", QJE, February 1968 
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tion by import substitution for the purpose of achieving self-sufficiency 
in the long run and to save foreign exchange by substituting imports by 
home production. * 

The experience of advanced countries is also cited in support of 
import substitution. H.B. Chenery has shown on the basis of historical 
studies of some countries that not only the share of industrial output 
rises with development, but also the growth of industries based on 
import substitution accounts for a large production of the total rise in 
industrial production . 21 

One of the principal arguments for the policy of import substitution is 
that it avoids the uncertainties and risks involved in finding markets for 
the import substitution industries because when the imports are shut off, 
an already established market is secured for the new industries. 

Another argument is based on the contention that the demand of a 
developing country for industrial imports increases much more rapidly 
than the foreign demand for its exports. Such countries export primary 
products which have a sluggish foreign demand and are therefore unable 
to import industrial products sufficiently in exchange for exports. Thus 
the need arises for producing industrial goods at home to meet the 
domestic demand. . 

Again, it is argued that import-substituting industrialization augments 
the rate of domestic savings and investment. .When the state uses 
restrictive devices like tariffs, licences, quotas, etc., to protect import- 
substituting industries from foreign competition, the producers are able 
to raise the prices of their products and thus earn high profits. When 
these profits are saved and reinvested, development gains momentum. 
Moreover, it is argued that protection to import substitution industries 
will turn the terms of trade against the un-protected sectors and thus 
change the distribution of income in such a manner that savings and 
investment are encouraged in the economy. 

Further, there is the employment argument in support of indus- 
trialization by import substitution. It is contended that import- 
substituting industrialization is necessary to provide gainful employment 
to the existing underemployed, to absorb surplus manpovyer arising 
ftom increases in agricultural productivity through the use of modem 
labour-saving techniques and to engage the growing labour force as 
.population increases. 

Another argument for import-substituting industrialization is from 
the point of view of the economic welfare of the, underdeveloped 
country in the long run. If the policy of import-substitution is carried 
through substantial amounts of direct foreign investments, as is usually 

^H.B. Chenery, “Patterns of Industrial Growth”, AERL, September I960.- 
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the case, the country benefits from modern industrial techniques and 
know-how. By directly participating in the technological know-how of 
the advanced countries, it is in a position to accelerate its rate of capital 
accumulation. 

Lastly, the ultimate aim of industrialization via import substitution is 
two-fold: (i) to achieve self-sufficiency in the production of ‘finished 
consumer goods, intermediate goods and machinery, and (i7) to export 
them to developing and developed countries. 

Case Against Import Substitution. The policy of import substitution 
being followed in India, Pakistan and in many Latin American countries 
has not been smooth. Rather, it has tended to disrupt the economies of 
underdeveloped countries thereby making their process of industrializa- 
tion a costly one Santiago Macario, a Latin American economist, writes 
in this connection that anxiety to relieve the chronic shortage of foreign 
exchange has induced many Latin American countries to pursue an 
industrialization policy essentially geared to import substitution; and 
that the substitution process has not been effected gradually, in 
accordance with a plan, and in anticipation of development require- 
ments but in make-shift fashion, frequently to meet emergencies, and 
on the basis of excessive and indiscriminate protection. Consequently, 
in many instances it has been carried a good deal beyond the 
economically advisable limits, with the result that serious distortions 
have been introduced in the economic structure in the countries 
concerned and the development of more efficient and productive 
activities has been adversely affected to the special detriment of export 
possibilities. 22 These observations equally apply to India, as will be 
shown later. We discuss arguments against import substitution in the 
light of merits of this policy as given above. 

Tlie principal objective of the policy of import substitution aimed at 
saving foreign exchange has been frustrated The industries established 
have not been those that might have saved foreign exchange. In fact, the 
established industries have failed to produce any real savings, rather 
they have resulted in dissaving of foreign exchange Underdeveloped 
countries lack in raw materials, intermediate goods and capital 
equipment to start import substitution industries. So the need for 
imports is much greater in this policy than otherwise. Thus, the direct 
savings of foreign exchange may be less than the indirect expenditure of 
foreign exchange on 'inputs and capital goods needed for import 
substitution industries. It may even lead to dissavings because the value 
of the inputs imported for the new industries may far exceed the value of 
goods 'replaced by domestic production. 

“S Macano, “Protectionism and Industrialization in Latin Amer 
Bulletin for Latin America, March 1965 
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The historical evidence adduced by Chenery in support of indus- 
trialization via import substitution may not hold good in the case of all 
the developing ■ countries. It is contended that the rise in industrial 
production has taken place through the growth of imports. The imports 
of raw materials, intermediate goods, and capital equipment help in the 
establishment of the domestic industry in an underdeveloped country. 
In fact, the imports help in using the underemployed resources 
productively, in creating demand, and in encouraging, entrepreneurial 
activities within the economy. It is the imports which ultimately pave the 
way for the establishment of import substituting industries by creating a 
base for them. 

The argument that import substitution industrialization is essential to 
meet the domestic demand for industrial goods secured by shutting off 
imports overlooks the need for larger imports. According to Professor 
Hirschman, “The bulk of new industries in developing countries are in 
the consumer goods sector and as they are undertaken in accordance 
with known processes, on the basis of imported inputs and machines, 
industrialization via import substitution becomes a ‘highly sequential’, 
or ‘tightly staged’,- affair .” 23 The policy of import substitution thus 
creates demand for a variety of imports and defeats the purpose for 
which it is adopted. Moreover, the tendency for import substitution to 
create demand for further imports has important consequences. First, 
instead of reducing, it increases the economy’s dependence on imports. 
Second, sometimes the economy may be unable to import raw 
materials, capital equipment and spares due to the. shortage of foreign 
exchange or its insufficient allocation to imported materials. and spares. 
Consequently, this leads to under-utilization of manufacturing capacity 
resulting in work stoppages, unemployment and fall in income. Third, 
import substitution has a tendency to shift the distribution of income in 
favour of the urban sector and the higher ^income groups, whose 
expenditure pattern typically has the highest component of imports 
which tends to increase further the deman for imports. Thus , the 
.extension of import substitution to a wider n ,ge of goods generates or 
increases the demand for . further imports with bad effects on the 
economy. . ... 

John Power has argued that import substitution of finished consumer 
goods tends to lower- rather than raise domestic savings and investment. 
The stress on the production of consumer goods for domestic use tends 
to raise their consumption and thus penalise exports and backward- 
linkage import substitution. Such a policy leads to adverse effects on 
economic and technical efficiency thereby reducing income, profits and 


' 23 Ibid. 
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saving. John Power, therefore, advocates investment in capita! goods 
and exports sectors rather than into the consumer goods sector to 
augment the rates of national income, saving and investment for further 
growth. 24 

The argument that the establishment of import-substituting industries 
tends to absorb surplus labour in underdeveloped countries has not 
been borne out by facts. There is no denying the fact that import 
substitution expands output in the manufacturing sector but it has failed 
to create jobs for growing labour force in such countries. Griffin and 
Eros have shown that the growth of employment in manufacturing is not 
in the least comparable to the growth in output. In fact, employment 
seldom increases unless manufacturing output is growing by about 4 per 
cent per annum. Secondly, industrial employment grows less rapidly 
than the population .** For instance, over the period 1 960-70 the average 
annual growth rate of output in Chile was 5.5 per cent while the growth 
rate of employment was 1.4 per cent. Similar was the case with 
Philippines where the growth rate of employment was only 2.1 per cent 
as against 6.7 per cent in output. This proves that industrialization via 
import substitution fails to create jobs so as to absorb redundant labour. 

Further, the use of the strategy of import substitution as a means to 
achieve self-sufficiency in industrial production has led to malallocation 
Of resources and a very bad effect on industrial productivity. In their 
enthusiasm to attain self-sufficiency, underdeveloped countries have 
resorted to indiscriminate protection for the development of inefficient 
and low priority industries. As a result, raw materials, intermediate 
goods and equipment obtained at a high cost have been misused. Thus 
such a policy has led to the establishment of inefficient industries with 
high production costs under extreme protection This has been the 
experience of India in the field of import substitution. According to 
V. V. Desai, the self-sufficiency goal led to the impression that whatever 
substituted imports was good for the economy. As a result, substantial 
amounts of spare resources were used up in the production of such 
commodities as could be considered low priority consumption items. He 
estimated that the growth of such non-essential production resulted in 
the loss of potential .savings to the tune of about Rs 800 crores during 
1954-55 and 1963-64’ 26 Further, this resulted in inadequate planning of 
the industrial sthicture and systematic under-estimation of the foreign 
exchange requirements of the programme for import substitution. It 

' 34 J. Power, “Import Subsatution as an Industrialization Strategy.” Philippines 
Economic Journal, Vol V. no 2, 1966. 

**, Planning Doclopmcnt, 1970. . 

»V.V. Desai. “Import Substitution and Growth Of Consumer Industries,” Ecr ~ — - 
end Political Weekly, 15 March 1969 
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also resulted in the need for foreign exchange exceeding availability, 
thereby forcing many industries to operate below capacity. He 
concludes that the misdirection of substantial investment into low 
priority industries and the ever growing foreign exchange requirements 
have failed to achieve the goal of self-sufficiency in the industrial sector 
through import substitution . 27 The same story has been repeated in the 
majority of Latin American countries. 

Besides, according to Raul Prebisch , 28 excessive protectionism in 
such economies has generally insulated national markets from externa! 
competitions. This has tended to weaken and even destroy the incentive 
to improve the quality of their products and to lower costs. High cost of 
production has necessitated recourse to excessive protectionism. This 
has, in turn, adversely affected the industrial structure because it has 
encouraged the establishment of small uneconomic units, weakened the 
incentive to introduce modem techniques, and slowed down the rise in 
productivity. Thus a vicious circle has been created as regards exports of 
manufactured goods. These exports encounter great difficulties because 
internal costs are high because, among other reasons, the exports which 
would enlarge the markets are lacking. Thus import-substituting 
industrialization has failed to encourage exports of developing coun- 
tries. " 

Conclusion. In conclusion, it seems that the policy of import 
substitution has failed to conserve foreign exchange. However, in 
certain cases it has intensified the shortage. The emphasis on import 
substitution on consumer goods has not been successful in increasing 
real output, saving and investment. It has failed to bring the economy 
anywhere near the goal of self-sufficiency in industrial production. 
Neither has it succeeded in creating sufficient employment opportuni- 
ties to absorb the growing labour force, nor has there been the 
progressive growth of the export sector. 

But countries like India which have established industries for the 
manufacture of sophisticated machinery and equipment have achieved 
significant progress in import substitution. It has helped the country' lay 
reasonably good foundation for self-reliance in respect of the future 
investment programmes and defence capability. There has been 
spectacular achievement in respect of basic industries like iron and steel, 
crude petroleum and products, fertilisers, heavy chemicals, aluminium 
and a variety of machinery, besides a number of durable' consumer 
goods like bicycles, fans, sewing machines which the country also 

‘ 7 V.V. Desai, “Pursuit of Industrial Self-sufficiency," Economic and Political Weekly, 
1 May 1971 and “Neglect of Implications of Self-sufficiency Goal,” Ibid., July 1971. 

** Towards a New Trade Policy for Development, 1964. 
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exports. India now produces about three-fourths of the capital equip- 
ment required for its development programmes through the policy of 
import substitution. 

Export Promotion Vs Import Substitution 

A pertinent question is: as between export promotion and import 
substitution which policy should be adopted by an underdeveloped 
country? Both policies have one common aim, i.e., to overcome balance 
of payments difficulties, We have discussed above the disadvantages of 
the policy of import substitution. Instead of saving foreign exchange, it 
has tended to increase the demand for imported machinery, parts and 
equipments. Extreme protection has led to the establishment of 
' inefficient units with high production costs and sub-standard products 
thereby acting as severe handicaps for the growth of exports. The 
country is thus required to pay heavy price for industrialization via 
import substitution. Therefore, the policy of export promotion is called 
for.*But “import substitution can be an effective instrument provided it 
can be done without creating over-protected, inefficient and high-cost 

industries On the other hand, an economy which lays stress on 

export development is likely to create conditions favourable for efficient 
production, because sustained growth of exports, involving internation- 
al competition, calls for greater cost and quality consciousness.” 29 For 
the purposes of discussion, let us divide the developing countries into 
two parts: (/) countries not suffering from acute population pressures; 
and (ri) overpopulated countries. 

Countries in the first category should try to maintain and expand their 
traditional exports. They should make improvements in primary 
production by using more capital and belter technology. They should 
replace such imports the production of which absorbs more labour 
relatively to capital. The process of Import replacements should be 
gradual and in collaboration with foreign enterprises. 

On the other hand, overpopulated countries like India should 
concentrate on manufactured products both for home consumption and 
export. This is essential because the markets for traditional exports of 
India like, tea, jute manufactures, and cotton textiles have become 
either stagnant or have been expanding very slowly. Expenditure 
elasticity of demand for commodities like tea being constant, their 
exports are not likely to expand. Commodities like jute manufactures 
are losing their foreign market due to the development of synthetic 
materials. Even the market for cotton textiles is shrinking because of the 

^Tjtambar Pant, “No Room for Complacence in Export Promotion,” Yojsna,3£ 

1970. 
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development of man-made fibres like terylene. Another reason is stiff 
competition among the developing countries because every new country 
starts with cotton textile industry. Keeping these factors in view, it is 
imperative for developing countries to promote the exports of those 
durable consumer goods which are in great demand in the developed 
countries. Such commodities are cars, scooters, tape recorders, air- 
conditioners, refrigerators, TVs, cameras etc. The classical example is 
of Japan which has captured the Australian, New Zealand, American, 
and Canadian markets despite stiff competition from the domestic 
producers of these commodities. But the greatest handicaps in this field 
for developing countries like India are their high cost of production and 
low quality. So, for the purpose of developing the markets for such 
non-traditional items, developing economies should adopt export 
promotion measures enumerated in the earlier page. ' 

But the exports of non-traditional items to the developed countries 
are beset with strong protective barriers which the developing countries 
will have to overcome. In this context, Harrod’s advice merits 
consideration. He writes, ‘'whatever the policies of the mature 
countries, developing countries should aim at expanding their output of 
exportable manufactures at prices so competitive as to be able to 
surmount the protective barriers of those countries .” 30 The argument 
requires simultaneous establishment of intermediate goods and machin- 
ery industries which are dependent on the economies of scale. This 
refers to industrialization via import substitution in an intensive 
manner. Thus a developing country like India should combine the 
export promotion policy with intensive import substitution to overcome 
balance of payment difficulties and accelerate the pace of development. 

t 

CONCLUSION 

Regulation of foreign trade is the fundamental principal of commercial 
policy. For, without a strict regulation of its foreign trade, an 
underdeveloped country cannot proceed on the road to economic 
development. Protection then becomes a necessity in order to increase 
the rate of capital formation, promote industrialization, and remove 
balance of payments disequilibrium. Opinions, however, differ whether 
underdeveloped countries should follow a restricted or a liberal trade 
policy. Myrdal is of the view that import restrictions in underdeveloped 
countries are simply a shift of import demands for some commodities to 
others arid generally to goods needed for economic development. They 

30 R. Harrod, Economic Development and Asian Regional Cooperation,” Pakistan 
Development Review, Spring, 1962. 
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do not imply a diminution of total imports. Their import restrictions and 
export subsidies do not, therefore, decrease total world trade. 31 At 
another place he is more explicit when he says that the advice 
underdeveloped countries are now often gratutiously given to abstain 
from interfering with foreign trade is tantamount to giving up their 
development policy. A strict regulation of their foreign trade is a 
necessity but these regulations will not generally decrease world trade. 
He further believes that the underdeveloped countries have rational 
grounds for asking the developed countries to liberalise their trade 
unilaterally. They need to be staunch free traders, but preserve for 


Another view is held by Meier and Baldwin who argue that protective 
commercial policy will interfere with the optimum pattern of world 
trade and may lead to uneconomic productive practices and inhibit the 
flow of foreign capital. A liberal trade policy, on the other hand, can be 
a vital force in determining the rate at which a country develops. Thus 
an underdeveloped country foregoing the benefits of international trade 
may only be perpetuating its poverty. 33 This argument is based upon the 
presumption that the adoption of a policy of protection necessanly 
paves the way to autarchy. But a well devised protective policy leads to 
the fuller utilization of idle resources so as to expand and diversify the 
economy, ultimately leading to the expansion of foreign trade. 

If, however, an underdeveloped country were to choose between 
economic development and foreign trade, it will always choose the 
former. And commercial policy appears to be the easiest way to 
accelerate economic development. As Nurkse has said, “When it is a 
matter of stimulating employment, shutting off imports is a venr simple 
method.' When the problem is to collect taxes for the goserrmezf 
revenue, tariffs are not difficult to establish and have been verypTzLir 
in the less developed countries. When protection is wanted for fcfes 
industries restricting imports is again easier than raising fci *— 
which to pay direct subsidies to the protected industries. 
policy is the line of least resistance in these cases, not the 
or equitable line. Similarly, commercial policy is easier £cz 
domestic consumer demand in check by measures of, sa>.£®' 
but it does not go to the root of the problem. It is perhaps 2e ;eC — 
can be done; the root of the problem may be msofc-Se.’* 

"Ibid . p. 283 

32 G Myrdal, Economic Theory sod L’tabdgrebped Regxts. 

"Ibid., p 409 

M Ntirkse, op. at. pp 118-119. 
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FOREIGN CAPITAL AND AID IN ECONOMIC 
DEVELOPMENT , 


TYPES OF FOREIGN CAPITAL 

Foreign capital can enter a country in the form of private capital and/or 
public capital. Private foreign capital may take the form. of direct and 
indirect investments. , . ‘ f 

, Direct investment means that the concerns of the investing country 
exercise de' facto or de jure control over the assets created in the capital 
importing country by means of that investment. Direct investments may 
take many forms: The formation in the capital importing country of a 
subsidiary of a company of the investing country; the formation 'of a 
concern in which, a company of the investing country has a majority 
holding; the formation in the capital importing country of a company 
financed exclusively by the present concern situated in the investing 
country; setting up a corporation in the investing country for the specific 
purpose of operating in the other concerns; or the creation of fixed 
assets in the other country by the nationals of the investing country. 
Such companies or concerns are known as transnational corporations 
(TNCs) or multinational corporations (MNCs). 

Indirect investment better known as ‘portfolio’ or ‘rentier’ investment 
consists mainly of the holding of transferable securities (issued or 
guaranteed by the government of the capital importing country), shares 
or debentures by the nationals of some other country . Such holdings do 
not amount to a right to control the company. The shareholders are 
entitled to the dividend only. In recent years, multilateral indirect 
investments have been evolved. The nationals of a country purchase the 
bonds of the World Bank floated for financing a particular project in 
.’some LDC. 7 ' ' 

Public foreign capital may consist of: (a) ‘Bilateral hard loans’ i.e., 
giving of loans by the British Government in pounds sterling to the 
Indian Government; (b) ‘Bilateral soft loans’ i.e., sale of foodgrains and 
other farm products to India by the United States under PL 480*; '(c) 


'Under the US Agricultural Trade Development Assistance Act popularly known as 
Public Law 480, agricultural surpluses are sold for payment in local currency. 
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‘Multilateral loans’ i.e., contributions to the Aid India Club, the 
Colombo Plan, etc,, by the member countries. Under this category are 
also included loans made available by the various agencies of the United 
Nations like the IBRD, IFC, IDA„ SUNFED, UNDP, etc., 1 (o') 
Intergovernmental grants. Foreign Aid refers to public foreign capital 
on hard and soft terms, in cash or kind, and intergovernmental grants. 

ROLE OF FOREIGN AID* 

Public foreign capital is more important for accelerating economic 
development than private foreign capital. The financial needs of LDCs 
are so great that private foreign investment can only partially solve the 
problem of financing. For one thing, it has nothing to do with social 
expenditures, in such spheres as education, public health; medical 
programmes, technical training and research, etc. Such schemes though 
indirectly contributing to economic efficiency and productivity of the 
economy in the long-run yield no direct returns, and could, therefore, 
be financed with the help of grants received from advanced countries. 
Further, private foreign investment presupposes the existence of basic 
public services in LDCs. But investment in them requires large sums 
and risks which private capital is unable to undertake. So investment in 
low-yielding and slow-yielding projects could be possible only on the 
basis of foreign aid. Moreover, unlike private foreign investment, aid 
can be used by the recipient country in accordance with its development 
programmes. Therefore, much cannot be expected of private foreign 
investment. 

There is, however, a growing international awareness that ‘poverty 
anywhere is a danger to prosperity everywhere and prosperity anywhere 
.must be shared everywhere.” Developed countries consider it to be 
their moral duty to help their less fortunate brethren in underdeveloped 
countries. But this realization on the part of the developed countries has 
never been spontaneous. They have always been motivated by 
international policies in the context of the cold war Their aim has been 
to give aid with “strings*’ attached, “ft was only with the entry of the 
Soviet Union and other communist countries into the field that western 
countries also began displaying some enthusiasm for offering aid to the 


‘These abbreviations stand for. The International Bank for Reconstruction and 
Development (IBRD). International Finance Corporation (IFC) International Develop- 
ment Association (IDA), Special United Nations Fund for Economic Development 
(SUNFED), United Nations Development Programme (UNDP) 

*Thw also relates io the Role of Foreign Capital m Economic Development 
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underdeveloped countries 'at the governmental level without strings" 2 

Foreign aid flows to the LDCs in the form of loans, assistance- and 
outright grants from various governmental and international organiza- 
tions. It is regarded indispensable for the development of LDCs. But 
there are some economists^ who dispute this view and hold that foreign 
aid is not indispensable for their development rather it obstructs it." We 
study the case for and against foreign aid. 

Case for Foreign Aid 

LDCs are characterized as “capital-poor” or “low-saving and low- 
investing” economies. There is not only an extremely small capital stock 
but current rate of capital formation is also very low. On an average, 
gross investment is only 5 to 6 per cent of gross national income in these 
economies, whereas in advanced countries it is about 15 to 20 per cent. 
Such a low rate of saving is. hardly enough to provide for a rapidly 
growing population at the rate of 2 to 2.5 per cent per annum, let alone 
invest in new capital projects. In fact, at the existing rate of saving,- they 
can hardly cover depreciation of capital and even replace existing capital 
equipment. Efforts to mobilise domestic savings through taxation and 
public borrowing are barely sufficient to raise the current rate of capital 
formation via investment. Rather, these measures lead to reduction in 
consumption standards, and unbearable hardships on the people. The 
importation of foreign capital helps reduce the shortage of domestic 
savings through the inflow of capital equipment and raw materials 
thereby raising the marginal rate of capital formation. 

Besides, low-saving and low-investment imply capital deficiency, and 
along with it LDCs suffer from technological backwardness. Technolo- 
gical backwardness is reflected in high average cost of production and 
low productivity of labour and capital due to unskilled labour and 
obsolete capital equipment. Above all, it is reflected in high capital- 
output ratio. Foreign capital overcomes not only capital deficiency but 
also technological backwardness. It brings sufficient physical and 
financial capital along with technical know-how,' skilled personnel, 
organizational experience, market information, advanced production 
techniques, innovations in products, etc. It also trains local labour in 
new skills. All this accelerates economic development. 

, -V.K.R.V. Rao and Dharam Narain, op. cit . , p. 72. As a contrast, note what an American, 
economist says in this respect. Professor Kindleberger opines that the underdeveloped 
countries now have expectations of assistance in their development. The expectations 
have been aroused. The United States, at least, among the developed countries, is 
committed to some form of economic assistance to the development programmes of the 
so-called free world. No such expectations have been awkened in the Soviet Union (after 
1946) or in Red China.” Ibid., pp. 298-99. ' 
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LDCs woefully lack in economic overhead capital which directly 
facilitates more investment. The rails, roads, canals, and power projects 
provide the necessary infrastructure for development. But since they 
require very large capital investment and have long gestation periods, 
such countries are unable to undertake them without foreign aid. 

Similarly, LDCs are not in a position to start basic and key industries 
by themselves. It is again through foreign capital that they can establish 
steel, machine tools, heavy electrical, and chemical plants, etc. 
Moreover, the use of foreign capital in one industry may encourage 
local enterprise by reducing costs in other industries which may lead to 
chain expansion of other related industries. Thus foreign capital helps in 
industrializing the economy. 

Further, private enterprise m LDCs is reluctant to undertake risky 
ventures, hke the exploitation of untapped natural resources and the 
exploitation of new areas. Foreign aid assumes all risks and losses that 
go with the pioneering stage. Thus it opens up inaccessible areas, taps 
new resources, and helps in augmenting the natural resources of the 
country, and removing regional imbalances. 

As a corollary to what is indicated above, we may say that the 
creation of the country’s infrastructure, the establishment of new 
industries, the tapping of new resources, the opening of new areas, all 
tend to increase employment opportunities within the economy. In 
other words, the importation of capital creates more employment in the 
urban sector. This leads to the migration of surplus labour from the 
rural to the urban sector. The pressure of population on land is reduced 
and disguised unemployment may disappear. This is the social gain from 
aid. 

AII this implies that foreign aid tends to raise the levels of national 
productivity, income and employment which, in turn, lead to higher real 
wages for labour, lower prices for consumers and rise in their standard 
of living. When with the inflow of foreign capital local labour becomes 
skilled, its marginal productivity is increased thereby raising total real 
wages of labour. Secondly, when new industries are started by 
importing superior know-how, management, machines and equipment, 
larger quantities of new and quality products are available to consumers 
at lower prices. 

The appearance of inflationary pressures is inevitable in a developing 
country because of the' existence of the disequilibrium between demand 
and supply of domestic products, following the initiation of a large 
public investment programme. The latter has the impact of rapidly 
increasing the demand for goods and services relative to their supplies. 
This leads to inflationary pressures which become strong due to the 
existence of structural rigidities that inhibit the expansion of food — A - 
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other consumer goods. Foreign aid helps minimise such inflationary 
pressures when food and other essential consumer goods through 
foreign aid raises the levels of consumption which, in turn, enhance the 
productive efficiency of the community. 

Lastly, foreign aid overcomes the balance of payments difficulties 
experienced by an LDC in the process of development. To accelerate 
the fate of development it needs to import capital goods, components, 
raw materials, technical know-how, etc. Besides, its import require- 
ments of foodgrains increase rapidly with population pressures. But its 
exports to developed countries are either stagnant or have a tendency to 
decline/ The gap between imports and exports leads to the balance of 
payments difficulties. It is through foreign capital that an underde- 
veloped country can meet all its import requirements, and at the same 
time, avoid the balance of payments difficulties. Further, there is the 
need for additional foreign exchange for servicing external debt’ This 
accentuates the balance of payments problems which can again be 
remedied by importing capital. 

To conclude, the inflow of foreign capital is indispensable for 
accelerating economic development. It helps ' in industrialization, in 
building up economic overhead capital, and in creating larger employ- 
ment opportunities. Foreign aid not only brings money and machines 
but also technical know-how. It opens up inaccessible areas and exploits 
untapped and new resources. Risks and losses in the pioneering stage 
also go with foreign capital. Further, it encourages local enterprise to 
collaborate with foreign enterprise. It obviates the balance of payments 
problem and minimises the inflationary pressures. Foreign aid helps in 
modernising society and strengthens both the private and public sectors. 
Foreign aid is thus indispensable for the economic development of 
LDCs. 

Case Against Foreign Aid 

Professor Bauer is one of the few western economists who does not 
view foreign aid as indispensable for the economic development of 
LDCs. To him, “Foreign aid is plainly neither a generally necessary nor 
a sufficient condition for emergence from poverty.” It is not necessary 
for economic development because a number of new developed 
countries began as underdeveloped and developed without foreign aid. 
Moreover, many LDCs in the Far East, South-East Asia, East and West 
Africa, and Latin America have advanced very rapidly over the last half 
century or so without foreign aid. Nor is foreign aid a sufficient 
condition for economic development if the population of a country is 
not interested in materials development. “But if the main springs of 
development are present, material .progress will occur even without 



Foreign Capita! and Aid in Economic Development 


463 


foreign aid. If they are absent, it will not occur even with foreign aid. It 
is of course true that a country receiving aid benefits in the sense of 
obtaining cheap or free capital..., but this in no sense makes foreign aid 
indispensable for development.” ' 

Foreign aid is often used for extremely wasteful projects which make 
large losses year after year. They absorb more local resources of greater 
value than their net output when the costs of administration, mainte- 
nance and replacement of fixed assets originally donated for the projects 
are taken into consideration. 

Foreign aid does not always bring about an increase in net 
investment. As a matter of fact, all LDCs receiving foreign aid impose 
severe restrictions on the inflow and use of foreign capital. These retard 
the operation and expansion of private enterprise within the economy 
Consequently, both foreign and domestic private enterprises are forced 
to work below capacity. Thus foreign aid may reduce rather than 
increase net investment within the recipient country. 

Foreign' aid has failed to improve the income-earning capacity of 
LDCs and they are now saddled with large external public debts. For 
instance, the external public debt outstanding in 1982 was $ 50,412 
million for Mexico, $ 47,589 million for Brazil, and $ 19,487 million for 
India. 

The case for foreign aid to overcome balance of payments difficulties 
and to avoid inflationary pressures is misconceived. Foreign aid 
encourages governments of LDCs to embark on ambitious plans 
involving large expenditures financed by inflationary monetary and 
fiscal policies and also to run down their foreign exchange reserves But 
inflationary policies, balance of payments difficulties and extensive 
economic controls engender a widespread feeling of insecurity or even a 
crisis atmosphere. All these inhibit domestic savings and investment and 
even lead to a flight of capital. These, in turn, serve as arguments for 
further foreign aid. 

Further, foreign aid frequently influences policies into inappropriate 
directions by promoting unsuitable externa! m6dels, such as Western- 
type universities whose graduates cannot get jobs. Western-style trade 
unions which are only vehicles for the self-advancement of politicians, 
and a Western pattern of industry even where it is quite inappropriate 
such as airlines and steel plants. 

It is contended that foreign aid helps in increasing food, raw materials 
for exports and producing import substitutes But the expcnence of 
many LDCs has been that much aid directly or indirectly finances 

' The discussion pnmanly follows P.T. Bauer, op of . Ch 2, and “Foreign A*-' 
Forever 7 " Encounter , March 1974. 
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uneconomic enterprises or activities which produce neither food nor raw 
materials for exports nor import substitutes. 

Foreign aid often politicises public life in LDCs and thereby 
contributes to social and political tensions which ultimately retard 
material progress. It is on the basis of political pressures that many 
recipient governments in LDCs restrict the activities of highly produc- 
tive and economically successful minorities such as Chinese in Indone- 
sia, Asians in Africa, Indians in Burma, Europeans everywhere. Many 
maltreat and persecute politically ineffective minority groups, especially 
ethnic minorities. Such policies reduce current and prospective saving, 
investment and income in such LDCs. 

Above all, foreign aid leads to dependency because the donors insist 
on aid-tying to the purchase of goods and sendees at costs much higher 
than the competitive world prices, and on monetary' and fiscal policies 
detrimental to the national interests of the recipients of aid. For 
instance, the recipient may be required to keep an oven'alued exchange 
rate, iow real interest rates and to neglect export promotion and fiscal 
restraint. 

Griffin and Enos 4 have concluded on the basis of statistical evidence 
for thirty-two LDCs that only 25 per cent of foreign aid results in an 
increase of imports and investment, while 75 per cent is used for 
consumption. Thus aid causes a reduction in domestic savings. It is used 
as a substitute for domestic savings rather than as a supplement. Critics, 
however, doubt the validity' of this statistical study because of statistical 
problems relating to sampling, too short a time period involved, 
non-availability of savings data in LDCs, etc. Moreover, a number of 
exogenous factors like wars, weather, terms of trade, etc., and 
endogenous factors such as economic and political difficulties cause high 
inflow of aid and low saving rates. It is, therefore, not possible to 
generalise the impact of foreign aid. Empirical evidence has shown that 
in some countries, aid stimulates savings so that each dollar of inflow 
results in more than one dollar of investment, while in some other 
countries they discourage savings and a dollar of aid inflow leads to 
much less than a dollar of investment. 5 

tied vs. untied .aid 

Distinction is often made between tied and untied aid. Aid may' be tied 


<K.B. Griffin and J.L. Enos, “Foreign Assistance: Objectives and Consequences," 
Economic Development and Cultural Change, April 1970. 

5 Guster Papanek, “The Effect of Aid and Other Resource Transfers on Savin cs and 
Growth in Less Developed Countries," EJ., September 1972.’ 
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by source, project and commodities, or it may be tied both by project 
and source, and become double tying aid- Untied aid is a ‘general* 
purpose aid' and is also known as programme aid or non-project aid. 
We discuss them in the light of the Indian experience. 

Tied Aid. Aid-tying by source is followed by the US Government in 
giving assistance under PL 480 and Exim Bank loans, and by Britain and 
Federal Republic of Germany. The US aid programme requires the 
recipients to spend the aid on US goods and services. AH credits are 
automatically linked to US exports Any departure from this tying by 
source means discontinuance of aid. Another method is to treat the 
aid-flow as part of an over-all trade arrangement, as is done by the 
Socialist countries. Still another method is to finance only those 
commodities and/or projects where the donor country possesses a 
decided advantage in tendering the specified items. This practice is 
followed by the Federal Republic of Germany. 6 

It has been estimated that aid-tying by source tends to push up (he 
cost of the projects by more than 30 per cent to the recipient country. 
Double-tying increases the cost of aid procurement still further. This is 
obvious from the fact that the aid receiving country is required to pay 
more than the competitive world market price for its requirements to 
the donor country. It increases further when as in the case of American 
supplies, the recipient country is forced to get machinery, spare parts, 
raw materials, etc., in the ships of the donor country. This tends to 
reduce the real value of aid. Besides, aid-tying by source distorts the 
recipient country’s allocation of investment resources. The development 
programme becomes biased towards these projects that have a high 
component of the special import content allowed for under the 
conditions of tied aid. Aid-tying by source also limits the choice of 
technology used in investment projects and may force the recipient 
country to adopt a highly capital-intensive technique or project which 
may be inappropriate to a labour surplus economy. 

Project aid has been defined "as assistance whose disbursement is tied 
to capital investment in a separable productive activity ” 7 The entire 
Soviet aid to India has been of this nature. According to Alan Carlin, 
the project approach to aid has a number of advantages both from the 
donor’s and the recipient’s viewpoint: ( i ) direct control by the recipient 
over the selection of projects in certain circumstances ; («) greater 
opportunity of influencing, in both their design and implementation, 
those • projects normally financed by donor; (Hi) increased case of 


‘Bhagv.au, -The Tying of Aid," in Foreign Aid. (eds ) J Bhagwau and R S Eckain 
7 Alan Carlin “Projects Versus Programme Aid From the Donor’s Viewpoint", 
Economic Journal. March 1967. 
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influencing the recipient's policies in those sectors of the recipient’s 
economy for which project aid has been made available; (/v) incentive 
for improving the quantity and quality of projects; (v) better opportuni- 
ties for publishing the donor’s aid programmes; (it) increased access to 
information on sectors of the recipient’s economy in which projects are 
financed; and (v/i) less adverse effect on the balance of payments of the 
donor when project aid is combined with source-tying., 

Project aid has, however, certain disadvantages. Project aid may not 
be useful to the recipient country, if there is a squeeze on maintenance 
imports. Further, any attempt to exercise micro or project influence by 
the donor country will make such aid less attractive to the recipient. 
Moreover, project aid leads to inter-governmental bureaucratic frictions 
created by detailed supervision of project formulation and execution. 
Aid tied to specific projects also tends to distort the investment 
priorities of the recipient country which may have to postpone other 
eqjually important projects. Often, excessive aid tying to particular 
machinery, equipment, etc., leads to the underutilization of domestic 
resources like labour because it creates a bias towards import-intensive 
projects. 8 Last but not the least, like aid-tying by source, project aid 
increases the real costs of loans to the recipient country when she has to 
buy machinery, and spares from the aid-giving country at a high price. 
According to Jagdish Bhagwati, it amounts to one-fifth of the total tied 
aid and in specific cases price differentials amount to 100 per cent or 
even more. 

Untied Aid. Untied or programme aid has been defined by Carlin as 
that “assistance whose disbursement is tied to the recipient's expendi- 
tures on a wide variety of items justified in terms of the total needs and 
development plan of the country rather than any particular project." 
India receives non-project aid from the UK, and the Federal Republic 
of Germany in the form of balance of payments assistance, debt relief 
assistance and for the imports of raw materials, components and spares. 
Naturally such aid is preferred to tied aid by developing countries 
because they are free to utilize aid in accordance with their development 
programmes— -in agriculture, industry, transport, and/or in any other 
infrastructure. Programme aid also reduces the real costs of aid as the 
recipient can buy its requirements at competitive rates from the world 
markets and there are no interbureaucratic frictions as under tied aid. 
•Further, the recipient country can use "an appropriate technology in 
keeping with its factor endowments and allocate its resources in a much 
better way than under tied aid. Lastly, as pointed out by. Professor 
Singer, ‘Plan aid seems to be more popular among: the receiving 

8 1MD. Little and J.M. Clifford, International Aid, 1985. 
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countries than project aid. This would be expected to be considered a 
an advantage of plan aid, since it may spur the receiving country t< 
greater efforts in order to get the aid, apart from smoothing relation: 
between the aid-giver and the receiver, which is presumably also ar 
objective of aid.. ..It may be said that aid tied to specific projects is ai 
inducement for receiving countries to think of development in terms o 
concrete projects. ...Development is, of course, much more than that 
and in fact many expenditures classified as current or as consumptior 
are much more developmental than expenditures classified as “projects' 
or capital expenditure. From this latter point of view, plan aid, and ever 
more annual budget aid, is clearly preferable if the donor agrees wit! 
the recipient on developmental policies and priorities ” v 

Factors Determining the Amount of Foreign Aid for Economic Develop- 
ment 

The amount of foreign aid flowing to LDCs, however, depends upon 
a number of factors. The first is the availability of funds. Developed 
countries should have enough surplus capital to export. There does no! 
appear to be a plethora of surplus in such countries. With the exception 
of the United States, there are very few countries ihat-can spare so much 
capital as to bring it up to 10-15 billion dollars annually, required by 
LDCs. Some of the developed countries like Canada and Australia 
themselves borrow from the United States and Great Britain to finance 
their development projects. However, a genuine effort on the part ol 
rich countries to mop up sufplus capital can meet the requirements ol 
LDCs. 

The second factor is the absorptive capacity of the recipient country 
LDCs should get as much as they could usefully invest Absorptive 
capacity covers all the ways in which the ability to plan and execute 
development projects, to change the structure of the economy, and to 
reallocate resources is circumscribed by the lack of crucial factors, by 
institutional problems or by unsuitable organization. The structure of 
the economy along with the utilization of its existing capacity will have 
an .important bearing on a country’s absorptive capacity, 10 The 
International Bank for Reconstruction and Development stated in its 
Fourth Annual Report: “The principal limitation upon Bank financing 
in the development field has not been lack of money but lack of 
well-prepared and well-planned projects ready for immediate execu- 
tion. The projects must not only be built, to be “absorbed”, they must 

*H.W, Singer, “External Aid For Plans or Projects’*. Economic Journal, September, 
1965 

,0 J H Adler, Absorptive Capacity. The Concept and }ts Oeicrmmanfs, 1 
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be productive.” The amount of capital that can be utilized by an LDC is 
determined by the availability of complementary resources. It will 
remain unutilized if complementary resources are not available. 
Inadequacy of overhead facilities like power, transport, etc., in LDCs 
keep the capacity to absorb foreign aid low. The other factors which 
keep the absorptive capacity for productive investment low are theTack 
of efficient entrepreneurship, administrative and institutional bottle- 
necks, the lack of trained personnel, the lack of geographic and 
occupational mobility, and the small size of the domestic market. These 
handicaps keep the marginal productivity of capital low in LDCs and 
prevent the proper use of foreign aid for the execution and completion 
of development projects. Once these obstacles are overcome the 
absorptive capacity' increases, the economy would complete the projects 
well in time and the pace of development would be accelerated. In order 
to increase their absorptive capacity, the LDCs should, therefore, 
undertake appropriate and adequate preinvestment projects. In this, 
they can take advantage of the help being extended by such internation- 
al agencies as the UN Special Fund. Above all, ‘for an effective use of 
foreign aid, it should increasingly be linked with programmes rather 
than projects. This would eliminate delay in the utilization of authorized 
aid and increase the tempo as well as magnitude of utilization .” 11 
Higgins lists the following factors as evidence of the absorptive capacity 
of a country: unutilized capacity of some kind; opportunities for 
improvements in technology: a well-construed development plan: some 
domestic financial resources; public and business administrators capable 
of executing projects expeditiously and efficiently; a strong and united 
government having the support of the masses; a fluid and flexible 
society already undergoing cultural change and willing to shift from 
agricultural to industrial occupations; a high level of literacy and an 
effective system of education, and a technology-minded and 
development-minded public . 12 Given these factors the capacity to 
absorb external resources for productive investment is high. 

The third factor is the availability of resources. If an LDC has little 
adequately developed human and natural resources it will act as an 
impediment to the effective use of foreign capital. It will be all the more 
difficult for such a country to utilize the available foreign aid if it lacks in 
human and natural resources. But the latter should not act as limits to 
economic development. 

The fourth factor is the capacity of the recipient country to repay. 
This is a very pertinent problem. For the burden of servicing loans acts 

'iV.K.R.V. Rao and Dharam Narain, op. tit. 
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as a barrier to the borrowing of large funds by LDCs. This, in itself, can 
be attributed to their extreme poverty. The capacity for repayment, 
however, hinges on their capacity to export and their ability to augment 
their foreign exchange resources. V.K.R.V. Rao and Dharam Narain 
point out that, in the short run, the capacity to repay is dictated by the 
foreign exchange impact or the investment undertaken, whether it be 
export-increasing or i mport-decreasing. “ Overtime , the only determi- 
nant of the capacity to repay is the loan’s contribution to productivity of 
the economy as a whole, and the capacities of the system to skim off the 
necessary portion of that productivity in taxes or pricing, and reallocate 
resources so as to transfer-debt service abroad. The requirement for 
payment is that the fiscal system raise the necessary funds, and the 
transformation occur to shift resources into export increasing or 
import-decreasing lines ” 13 If loans flow in a steady and increasing 
stream and for very long periods with liberal terms of repayment, the 
problem of repayment is easy. For, in a very long period, the borrowing 
:ountries would have raised their outputs to such an extent as to permit 
let repayment But prudence demands that loans should be tied to 
self-liquidating works, while grants should be made available for specific 
social overheads, such as research, education, public health, and 
:ommunity development. 

Lastly, perhaps the most important factor is the will and the effort on 
Ihe part of the recipient country (o develop. Capital received from 
ibroad does not fructify, unless it is desired and parallelled by an effort 
in the part of the' recipient country. As Nurkse aptly said, “Capital is 
made at home.” The role of foreign capital is to act as an effective agent 
for the mobilization of a country’s will 

\id or Trade 

Of late, the idea has been gaming ground among the LDCs that trade 
and not aid is essential for their rapid development It is contended that 
Ihe developed countries have failed to meet the aid requirements of the 
developing economies during the development decades of the 1970s and 
1980s. A UNCTAD resolution adopted by a large majority of (he 
developed countries had, in a way, made it obligatory on them to 
annually contribute to LDCs at least one per cent of their national 
income net after deducting withdrawals of external capital including 
amortisation and repayment. But they failed to contribute even 0.5 per 
;*nt of their national income. This has been especially disheartening 
when the capacity to absorb more aid has been expanding on the part of 
the developing nations and their economic performance through aid has 


U R Nurkse. op af. 
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also improved much. Gerald M. Meier has aptly observed that the flow 
of foreign capital from developed countries to LDCs has levelled off, 
and the external debt servicing problem has intensified; the import 
surplus supported by foreign capital has, therefore, fallen markedly in 
recent years, and the net transfer of resources beyond imports based on 
exports has become relatively insignificant for the majority of LDCs. To 
the extent this foreign exchange constraint is not removed, an LDC 
cannot fulfil the import requirements of its development programme. 
The LDC must then undertake policies that will do one or a 
combination of the following: reduce the country’s rate of development, 
replace imports, expand exports, improve the country's terms of trade, 
induce a larger inflow of foreign aid.” 14 

A larger inflow of foreign aid is neither feasible nor desirable for the 
LDCs. Foreign aid has undoubtedly provided crucial support to the 
development plans of such countries, but the developed countries are 
not prepared to supply aid to the extent required by the less developed. 
On the other hand, the LDCs are not anxious to have tied aid at the 
strict conditions laid down by the donors. 1S Prior to the meeting of 
UNCTAD I in 1964, the policy of import substitution was much 
favoured by the LDCs but it failed to solve their problems. Since then, 
the various UNCTAD conferences have stressed the outward-looking 
policies of export promotion and improvement in the terms of trade for 
the LDCs. The UNCTAD has been pleading for preferential tariffs for 
the manufactured and semi-manufactured exports of the LDCs and 
UNCTAD III succeeded in evolving the Generalised Systems of 
Preferences (GSP) whereby concessions have been extended to the 
products of the 88 LDCs to penetrate the markets of the OECD 
(Organization for Economic Cooperation and Development) nations.' 6 

So India and other developing countries should make tremendous 
efforts to boost their exports so that in a decade or so they have a trade 
surplus. Expansion of exports is also essential to pay for the increasing 
imports. Larger exports are further needed for debt service payments. 
The Tandon Committee 17 has suggested an export target of Rs 17,968 
crores for 1990-91 against the estimated level of Rs 7,000 crores in 
1980-81. This will mean a growth rate of 10 per cent annually. This 
projected level of growth could only be achieved by “vigorous policies.” 
This is expected to increase the country’s share in world trade from 0.5 
per cent to one per cent by 1990-91. 

W G.M. Meier, Leading Issues in Economic Development , 2nd ed., 1970. 

,5 Rcfer to the previous section for demerits o( tied aid. 

16 It was formed on 14 December 1970 by developed countries at Paris and includes all 
European countries, US, Canada and Japan. 

11 The Economic Times, May 15, 1980. 
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But a policy that favours trade end not aid can be successful only if 
there is an increase in domestic savings equal to the rise in export 
earnings. Trade will substitute for aid when larger export earnings raise 
national income and this leads to increased savings. In fact, greater 
trade opportunities are like greater aid flows. Trade helps in transfer- 
ring real resources for investment when the LDCs are able to charge 
higher prices for their exports from the developed countries under 
preferential trading agreements. Developing countries at a higher level 
of development like India, Brazil, etc., are able to utilize their export 
earnings for further capital formation but no developed country would 
be prepared to buy at prices higher than the world market. So the need 
is to stabilise the price level in developing economies and then trade can 
substitute aid admirably. 

However, countries that are in the early phase of development should 
not think of substituting trade for aid because they can only develop 
their trade through aid over the long run. Although greater trade 
possibilities for such countries have some resource element in them, 
they are more complementary to aid flows than substitutable for them. 
Development requires both trade and aid. 



Chapter 50 

TWO-GAP MODEL AND COSTS BENEFITS OF 
FOREIGN AID 


TWO-GAP MODEL 

Hollis Chenery and other writers 1 have put forth the “two-gap” 
approach to economic development. The idea is that “savings gap” and 
“foreign exchange gap” are two separate and independent constraints 
on the attainment of a target rate of growth in LDCs. Chenery sees 
foreign aid as a way of filling these two gaps in order to achieve the 
target growth rate of the economy. 

To calculate the size of gaps, a target growth rate of the economy is 
postulated along with a given capital-output ratio. A savings gap arises 
when the domestic savings rate is less than the investment required to 
achieve the target. For example, if the growth target of national real 
income is 6 per cent per annum, and the capital-output ratio is 3:1, then 
the economy must save 18 per cent of its national income to achieve this 
growth target. 2 If only 12 per cent of savings can be mobilised 
domestically, the savings gap is 6 per cent of national income. The 
economy can achieve the target growth rate by filling this savings gap 
with foreign aid. Similarly, a fixed relationship is postulated between 
targeted foreign exchange requirements and net export earnings. If .net 
export earnings fall short of foreign exchange requirements, a foreign 
exchange gap appears which can be filled by foreign aid. 

The two gaps are explained in terms of the national income 
accounting identities: 

E~Y=IS=M-X^F 

where £ is national expenditure, Tis national output and income, J is 
investment, S is saving, M represents imports, X exports and F is net 
capital inflow. 


H. Chenery and A. Strout, “Foreign Assistant' and Economic Development,” AER, 
Vol. 56. September 1956; H. Chenery and M. Bruno, “Development Alternatives in an 
Open Economy." EJ. Vol. 72, March 1962; and H. Chenery and 1. Adelman, “Foreign Aid 
and Economic Development, RES, Vol. 48, Feb. 1966. 

-This is calculated in terms of Harrod's formula: Gw =VCr. 
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(/— S) is the domestic savings gap and (M—X) is the foreign 
exchange gap. Like the basic national income accounting identities, the 
two gaps are always equal ex-post in any given accounting period. But 
they may differ ex-ante because in the long run those who make 
decisions about savings, investment, exports and imports are different 
people. So during the planning process, the plans of savers, investors, 
importers and exporters are likely to be different. Ex-ante (or planned) 
investment is related to the target growth rate of the economy. If the 
target growth rate is high, investment will also be high. But domestic 
savings depend upon the level and distribution of income in the society. 
Ex-ante imports include the imported inputs needed for development. 
They are also affected by the size of the national income and the 
distribution of income among the public and the different sectors of the 
economy. Exports are exogenously determined by world prices and by 
quantities that change with weather or natural conditions. As these 
elements are assumed to be independent of each other; the savings gap 
and the foreign exchange gap are unequal in size in the ex-ante sense. It 
is also as< ned that savings and foreign exchange cannot be substituted 
for each other. Further, the country cannot transform its potential 
savings into exports. 

Given these assumptions, Figure 50 1 illustrates the two ex-ante gaps 
and their relation to different target growth rates of income. The 
ex-ante savings and foreign exchange 
gaps, are measured along the vertical 
axis and the target growth rates along 
the horizontal axis. The ex-ante sav- 
ings gap is represented by (I—S) curve 
and the ex-ante foreign exchange gap 
by ( M-X) curve. Both are equal at 
point E and the target growth rate of 
OG is achieved with OF inflow of net 
foreign aid. If the target growth rate is 
OGu then the foreign exchange gap is 
larger than the savings gap by ab. This 
growth rate will not be achieved 
because the inflow of foreign capital is not sufficient to fill the larger 
foreign exchange gap OF t . Short run forces might bring about the 
ex-post equality of the two gaps without achieving the target growth 
rate. On the other hand, if the target growth rate is OG 2 , the savings 
gap is larger than the foreign exchange gap by cd Again, this growth 
rate will not be achieved because the inflow of foreign capital is 
inadequate to fill the savings gap. It requires a larger inflow of foreign 
capita! to meet the larger savings gap OF 2 . Imports cannot be reduced 




474 The Economics of Development and Planning 

due to “the nature and limited flexibility of the productive system and of 
the composition of consumer demand.” To overcome these structural 
rigidities, Chenery suggests restrictions on the pattern of consumption, 
the distribution of income, the level and growth of employment and 
changes in the exchange rate. Such measures can bring adjustments in 
the two gaps without foreign aid. But they will retard growth. 

Some economists are of the view that if prices are flexible, such' 
rigidities are not likely to be found. If resources are optimally allocated, 
there can be only savings constraint on growth and hence only savings 
gap in the economy. If appropriate exchange rate policies or price 
policies are followed, resources would shift to remove the difference 
between the growth effect of imports and domestic savings and hence 
the difference in the ex-ante gaps. This view holds that if the foreign 
exchange gap is dominant, it must be due to inappropriate price policies 
which might have led to malaliocation of resources. 

Assuming that all capital goods are imported and only consumer 
goods are produced domestically, another two-gap model holds that 
structural rigidities imply that (/) no substitution is possible between 
imported capital goods and domestic factors in production, and (it) no 
substitution is possible between different consumer goods in consump- 
tion. 

The foreign aid required to fill the gap is determined by the dominant 
gap at a given point in time. If the savings gap is larger than the foreign 
exchange gap, the economy is said to be in a savings constraint. On the 
other hand, if the foreign exchange gap is larger than the savings gap, 
the economy is in a foreign exchange constraint. Foreign aid can help in 
removing the savings constraint by the inflow of capital. Over the long 
run, the amount of foreign aid required will equal the difference 
between the increase in investment and the increase in savings 
generated by rising income. When the savings gap disappears the target 
growth rate of the econonfy will be sustained. 

- W the foreign exchange constraint is dominant or binding for an LDC 
at any given point in time, foreign aid can help in overcoming it with 
foreign aid. The country can start new investment projects by importing 
capital and intermediate goods and technical assistance. Over the long 
period, the required foreign aid will equal the difference between the 
increase in imports and exports. The foreign exchange gap will 
disappear when exports rise to a level which covers the required imports 
for the target growth rate of the economy. 

Of the two gaps, which dominates first in LDCs, Chenery and Strout 
cite empirical evidence to show that first such countries have a dominant 
savings constraint and then the foreign exchange constraint over their 
course of development. In fact, they divide countries having savings 
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constraint and foreign exchange constraint in two separate categories 


A Critical Appraisal 

The two-gap analysis is based on certain restrictive assumptions which 
limit its usefulness in achieving the target growth rate in LDCs. It 
presupposes that an increase in domestic savings cannot be utilised as a 
substitute for the required foreign exchange to maintain investment for 
the target growth rate. It further assumes that the country cannot follow 
export promotion and import substitution policies. It also assumes 
structural rigidities and non-substitutability between different types of 
goods. Given such rigidities, if the foreign exchange gap is larger than 
the savings gap, the domestic saving potential can be used neither i<> 
produce capital goods nor exports. These assumptions are highly 
unrealistic and have not been supported by empirical evidence 

Critics point out that the LDCs with dominant savings constraint do 
not need foreign aid. A dominant savings gap implies that the country is 
functioning at a full employment level. Jt is, therefore not utilising its 
foreign exchange to import capital goods for investment purposes 
because the domestic resources are fully employ ed As there- is tu)> 
employment, investment in capital goods through imports will lead to 
inflation. 

Moreover, this approach does not consider the absorptive va/ueity o / 
the economy, and ability to formulate a fid execute productive pro/reja 
with aid. , . . 

The two-gap analysis is a highly aggregate approve w in i ticith ulf 


types of capital investments as homogeneous Thu is unrealistic hrLiu/$< 
the capital requirements of LDCs are meant lor sp^-i ic i»m s am) lin?y 


U..V...W..W — WVJ „ 1 lls <‘*>‘1 l hey 

receive foreign aid for different sectors, industries <«nd projects 
Further, the two gaps are mechanistic v *ih/«e.i < 


the parameters m future But this is unrealistic bee., use the- c ap^tU 


output ratio and the marginal savings rate c angc u\ti luiir, dcft>:odrrr 
on domestic conditions and policies After a otugn ,„</ tap/yx-K 
exclusively relied upon to fill Pf* 10 1 lc ' 0| »g run W<- 
development, structural rigidities ar f l / WT, °.V'* ' ,mf ^ ,c ^~' rKV 
economy is so transformed as to et juih rate e two g.i/n. Dor- 
policies aiming at import substitution an export promotion 
the aid requirements of LDCs Aid heps in removing rip dr- 
bringing struaural tramfoniMnort of f e economy /hi* 
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requirement, potential domestic savings and expected foreign exchange 
earnings. It thus provides a crude method of estimating the foreign aid 
requirements of LDCs. 

COSTS AND BENEFITS OF AID 

Foreign aid which flows from the donor country in the form of grants, 
loans, technical assistane, contributions in kind, etc., to the recipient 
country involves real costs for the former and provides real benefits to 
the latter. John Pincus 3 has measured the real costs of aid to the donor 
and the real benefits to the recipient of aid. He measures the real cost of 
capital flows for a capital exporter as the income he forgoes as a result of 
the outflow of capital, given alternative possible uses of the same funds. 
The real benefit for a capital importer is measured by the net increment 
in income as a result of investing the capital' inflow received, as 
compared with making the same investment with capital from- alterna- 
tive sources. 

For measuring capital flows from developed countries (DC) to LDCs, 
Pincus introduces the concept of a “grant equivalent”. A grant is a sort 
of gift from a DC to an LDC on which the latter is not required to pay 
any interest or make repayment. A loan given by a DC on soft terms 
such as lower interest rate, longer grace period and longer repayment 
period has some concessional element as compared to a loan at 
commercial market terms. The concessional element in the loan can be 
converted into its grant equivalent. The concessional element or grant 
equivalent is the difference between the amount of loan and the present 
value of repayments discounted at the donor’s long-term market rate of 
interest. Thus the real cost of aid loan to a donor is the difference 
between the present value of the future repayments discounted at the 
donor’s long-term market rate of interest and the size of the loan. 

The present value of an aid loan, therefore, depends upon the interest 
rate charges relative to the rate of return (discount rate) earned by the 
donor if the same amount had been invested at home, and on the period 
of repayment of the aid loan. If the loan rate equals the rate of return in 
the donor country, then the grant equivalent is zero and the loan is 
costless to the lender. If the rate of return in the donor country is higher 
than the loan rate, the real cost of the loan will be higher for the lender. 
On the contrary, if the loan rate is higher than the rate of return, the 
real cost will be less to the lender who will gain by lending. 

The real benefit of aid loan to the recipient may differ from its real 

3 John Pincus, Economic Aid and Internationa t Cost-sharing, 1965, and Costs and 
Benefits of Aid: An Emoirical Analvsis I Tnpt a n ios-7 
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cost to the donor. The real benefit of a loan will depend upon the rate of 
return (discount rate) in the recipient country relative to the interest 
rate charged by the donor. If the rate 'of return on a similar loan in the 
recipient country is higher than the interest rate on aid loan, the real 
benefit of a loan to the borrower will be greater, and vice versa. 

Besides the rate of return and the loan rate, the re 3 l cost and the real 
benefit of aid loan depends upon the period of grace and period of 
repayment. If the rate of return is higher than the loan rate in the lender 
country and the grace period and the repayment period are longer, the 
real cost to the donor will be high, and vice versa On the other hand, if 
the rate of return in the recipient country is higher than the loan rate 
and the grace and repayment periods are longer, the real benefit to the 
donor will be larger, and vice versa. 

However, it is difficult to calculate the real cost of aid when it is tied 
and is in the form of contributions in kind. If the donor ties the aid by 
requiring the recipient to import from the donor, the gram equivalent 
will be reduced for the recipient. The real cost to the donor may be less 
because it may be supplying its goods at prices higher than world market 
prices. Since the grant equivalent is reduced in this case, the real benefit 
to the recipient of tied aid is also less Similar is the case when the donor 
gives aid in the form of contributions in kind such as surplus agricultural 
commodities valued at prices higher than world market prices. The 
opposite will be the case when aid is not tied and goods are valued at 
world market prices. Therefore, in computing the real cost of foreign 
aid to donors in a fully employed economy, John Pmcus includes the 
sum of (/) grants, including technical assistance, at nominal value; (ii) 
loans valued at the difference between the amount of loan and the 
present value discounted at' the market rate of interest, (in') contribu- 
tions in kind valued at-world market prices; and (iv) sales of goods or 
loans repayable in recipient country’s inconvertible currency valued as 
grants, after making allowance for funds actually spent by the donor in 
the recipient country. 

This analysis of computation of the real cost to the donor is based on 
certain assumptions. First, it is assumed that resources are fully 
employed in the donor country. In case resources are underemployed in 
such a country, aid involves a real cost if resources are shifted from 
actual domestic projects to foreign aid If the domestic projects have not 
been actually adopted, then the aid does not involve real cost. Second, 
this analysis assumes that prices of goods and services under tied aid are 
valued at world market prices. Third, the grant equivalent for each year 
is measured without deducting the debt service payments of earlier 
loans 

The above analysis can also be applied to the real benefit of capital 
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nflows for recipients. The higher the grant equivalent to recipient, the 
;reater will be the real benefit to them. The grant equivalent is higher if 
he terms of aid are lenient. Similarly if the major portion of the aid is 
ion-tied, the greater is the real benefit to the recipient country. Under 
;uch a situation, the same nominal amount of capital inflow will lead to 
he increase in the real benefit. If the conditions of aid are made softer 
ind the adverse effects of aid-tying are reduced, the real benefit of 
;apital inflow can more closely approach the nominal value of the inflow 
jf capital to the recipient country. 

Though the real benefits of aid are measured like its real costs, yet its 
values normally diverge from the latter due to a number of reasons. - 
First, the interest rate for discounting usually differs in donor and 
recipient countries. If the discount rate in the recipient country is lower 
than that in the donor country, the grant equivalent to the recipient is 
less as compared to the donor. Second, in countries which adopt 
exchange controls the discount rate to be paid by the recipient country 
will equal the rate in the international securities market. If th'e donor 
country’s currency is over-valued the discount rate of the recipient 
country would have to be increased accordingly. Third, the tied aid will 
reduce the grant equivalent if the donor country charges higher prices 
than the world prices for its goods and services. This will lead to a 
divergence between donor’s cost and recipient’s benefit estimates of 
grant equivalent. Fourth, it is difficult to calculate recipient’s benefit 
from private investment. In particular, the beneficial effects of technical 
assistance and technological transfer to the recipient country are beset 
with many practical difficulties. All these considerations lead to the 
divergence of real benefits of aid to the recipient countries from the real 
costs to the donor countries and thereby tend to reduce the estimates of 
grant equivalents for recipients and donors. 

Its Implications 

The cost-benefit analysis of fpreign aid leads to certain policy 
implications. Non-tied aid increases the real cost to the donor country. 
Tied aid reduces the real cost to the donor. At the same time, tied aid 
increases the burden of repayment for the recipient and reduces the real 
benefit of the aid. It is, therefore, advisable that the recipient should 
insist on non-tied aid as far as feasible. 

This analysis lays emphasis on the DCs to ease the terms and 
conditions of aid to the LDCs. They should so adjust the aid that the 
grant equivalent per unit value of aid given should increase rather than 
decline. This argument gains greater force from the fact that a number 
of LDCs have very high debt service obligations and thdy find it difficult 
to repay their accumulated debts. Debt service in such countries 
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competes with essential imports for foreign exchange earnings, thereby 
adversely affecting domestic savings, investment and hence develop- 
ment. Therefore, the DCs should raise the grant equivalent per dollar of 
foreign aid to the LDCs It is better to charge a rate of interest lower 
than the rate of return on loan in the recipient country. 

Further, there is always the fear that the recipient may default on loan 
repayment. Therefore, the donor should provide grants r3ther than 
loans. But due to psychological and political reasons, it is in the interest 
of the recipient country to provide it soft loans rather than grants. 
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savings gap and the foreign exchange gap in order to achieve the goal of 
national economic development in LDCs. 

(d) A part of the profits from direct foreign investment is generally 
ploughed back into the expansion, modernization or development of 
related industries. 

(e) PFI adds more value added to output in the recipient country 
than the return on capital from foreign investment. In this sense, the 
social returns are greater than the private returns on foreign investment. 

(/) PFI also brings revenue to the government of an LDC when it 
taxes profits of foreign firms or gets royalties from concession 
agreements. 

( g ) PFI helps in raising productivity and hence the real wages of 
local labour. When foreign investment induced industrialisation takes 
place, the real wages of the newly employed workers are higher than the 
real wages of workers in the rural sector of the economy. If PFI is in 
export-oriented industries, it leads to much higher social benefit than it 
is in import-substitution industries. Because the former have large 
backward and forward linkage effects. And if export industries are 
labour intensive, they also provide larger employment opportunities. 

(A) Direct foreign investment also places of a burden in the balance of 
payments of an underdeveloped country in the early stage of develop- 
ment. For, the time lag between the starting of new business concerns 
and the reaping of profits is large. Moreover, profits are likely to be 
small in the earlier stages of production Thus the remittance of profits 
from direct investment brings less pressure on the balance of payments. 
If PFI mainly flows into agriculture and extractive industries which 
produce primary goods for export, it further helps in easing the balance 
of payments position of LDCs. In the case of a developing country like 
India, PFI has a greater salutary effect on the balance of payments since 
it helps in producing manufactured articles, not only for the domestic 
market but also for foreign markets. 

(i) Lastly, PFI flowing into a developing country also encourages its 
entrepreneurs to invest in other LDCs. Firms in India have started 
investing in Nepal, Uganda, Ethiopia and Kenya and other LDCs while 
they are still borrowing from abroad. 

Demerits of Private Foreign Investment 

PFI has certain disadvantages in the form of costs to the recip- 
ient country which tend to offset its benefits. 

(1) The recipient country may be required to provide basic facilities 
Uke land, pow er and other public utilities, concessions in the form of tax 
holiday, development rebate, rebate on undistributed profits, addition' 
depreciation allowance, subsidised inputs, etc. Such facilities a 
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concessions involve cost in absorbing an LDC’s resources that could be 
utilized elsewhere by the government. 

(2) To attract PFI, LDCs have to provide sufficient facilities for 
transferring profits, dividends, interest and principal. If these payments 
lead to a net capital outflow, they create serious balance of payments 
difficulties. Thus the indirect costs of debt servicing and balance of 
payments adjustments create serious foreign exchange crisis, thereby 
adversely affecting the national economy. 

(3) No doubt, PFI increases investment, employment, income and 
saving in LDCs, but it adversely affects income distribution when it 
competes with home investment. Capital and other resources may flow 
to foreign enterprises in preference to domestic enterprises. This may 
reduce profits in the latter, thereby discouraging local enterprise. 

(4) Many foreign concerns operating in LDCs, reserve all senior 
executive posts for their nationals and pay them very high salaries with 
many perks which are a huge drain on the resources of the recipient 
country. At best, they train local nationals for lower and middle level 
posts having little independent decision making. Moreover, the lavish 
spending habits of foreign national have an undesirable demonstration 
effect on the nationals of LDCs and create social tensions. 

(5) PFI brings in highly capital intensive technologies which do not 
fit in the factor proportions of LDCs. Often obsolete and discarded 
machines and techniques are imported which involve high social costs in 
terms of replacement after a few years. 

(6) PFI also involves costs in the form of a loss of domestic autonomy 
when foreign firms interfere in policy-making decisions of the govern- 
ment of an LDC which favours the foreign enterprises. Such interference 
is usually resorted to by the multinational corporations. 

MULTINATIONAL CORPORATIONS AND LDCsf 

Meaning ‘ 

A multinational corporation (MNC) 2 is a company, firm or enterprise 
with its headquarters in a developed country such as the United States, 
Britain, West Germany, Japan, etc. and also operates in other 
countries, both developed and developing. They are spread not only in 
the LDCs of Asia, Africa and Latin America, but also on the continents 
of Europe, Australia, New Zealand, and South America. They a rc 
engaged in mining,- tea^— rubber, coffee and cocoa plantations; oil 

This section draws heavily oh my article “Multinational Corporations — The Harms 
They are Doing to Developing Countries,” The Welfare Economist, March 1976. 

MNCs are also known as transnational corporations (TNCs) International or ‘global 
coiporations. 
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extration and refining, manufacturing for home production and exports, 
etc. Their operations also include such services as banking, insurance, 
shipping, hotels and so on. Thus “like animals in the zoo, MNCs come 
in various shapes and sixes, perform distinctive functions differently and 
their individual impact on the environment.” 

Sanjaya Lai and Streeten 3 define the MNCs from economic, 
organisational and motivational viewpoints. The economic definition 
lays emphasis on the size, geographical spread and extent of foreign 
involvement of the MNC, According to this definition, a typical 
multinational company is one with net sales of 100 million dollars to 
several, thousand million dollars having direct foreign investment in 
manufacturing usually accounting for at least 15 to 20 per cent of the 
company’s total investment. Direct foreign investment means at least 
a 25 per cent participation in the share capital of the foreign enterprise. 

The organisational definition stresses on some organisational aspects 
of an MNC, besides the economic ones In this respect a truly MNC is 
that which ‘‘(a) acts as an organisation maximising one o\crall objective 
for all its units, (b) treats the whole world (or the parts open to it) as its 
operational area, and (c) is able to coordinate all its function in any way 
necessary for achieving (a) and (b). 

The motivational definition highlights “corporate philosophy and 
motivation in ’laying down criteria for multinationality Thus, ‘True’ 
multinationality is generally indicated by a lack of nationalism, or a 
concern with the firm as a whole rather than with any of its constituent 
units or any country of its operations ” On this basis, firms are 
distinguished between ethnocentric (home-onented), polycentric (host- 
oriented) and geocentric (world-oricntcd), on the basis of attitudes 
'revealed by their executives. 

Lai and Streeten define MNCs in general as very large firms with 
widespread operations which are clearly international m character and 
have more than five foreign subsidiaries or more than 15 per cent of 
total sales produced abroad, and acting in a cohesive manner to achieve 
maximum profits or growth. 

Spread of MNCs 

MNCs overwhelmingly dominate not only global investment but also 
international production, trade, finance and technology But adequate 
and reliable up-to-date data regarding the spread of MNCs in terms of 
subsidiaries, production, trade, finance and technology are rarely 
published and hence aic not available. A pioneering study, Sovereignty 

s Foreign !n\csimcnt. Transnational* and Dc\ doping Countries, J977. The following 
anal>sis closely follows S, Lai anJ Si roc ten 
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at Bay (1971), by Raymond Vernon listed 300 colossal MNCs whose 
total production (not sales) of goods and services totalled S350 billion a 
year. Of these, 187 were U.S. controlled raw material producers and 
manufacturing concerns, half of the remaining third were British and 
Dutch, and the other half European and Japanese. Among the first ten, 
eight were American and the remaining two were British-Dutch 
combines, the largest being General Motors with the total world sales of 
$25 billion which exceeded the GNP of all but a dozen countries in 1970. 

An American magazine Forbes (November 15, 1971) published a list 
of 50 major American corporations which revealed that on an average 
40 per cent of their total revenue came from their fields like tea (115 
branches), pharmaceuticals (24 branches and subsidiaries), cosmetics, 
food products, manufacture of industrial products and consumer goods 
of wide range, oil exploration, book publishing, automobiles, chemi- 
cals, fertilisers, etc. 

Merits of MNCs 

The advantages flowing from the MNCs to the LDCs are based on the 
theories of direct foreign investment. Such theories are related to 
oligopolistic interdependence and monopolistic behaviour of the MNCs. 
Hence they confer the following advantages On MNCs. 

1. MNCs are financially very strong and hence provide large and 
cheap capital to the LDCs by way of direct investment. 

2. They undertake great risk in investing their funds in LDCs in. the 
face of imperfect infrastructural facilities like power, transport, skilled 
labour, etc., low market demand and short supply of inputs. 

3. They start new ventures and bestow the advantages of superior 
management, training, education and entrepreneurial ability in LDCs. . 

4. They transfer superior technology to LDCs based on R & D in the 
parent concerns because they are able to spend huge funds on R & D. 
This leads to the discovery and introduction of new processes and new 
and differentiated products in LDCs which tend to raise the standard of 
living of the people in LDCs. 

5. MNCs bring in new techniques of marketing in LDCs through 
market research at their headquarters. They adopt novel advertising 
and promotional methods which impart information to buyers and 
create demand for particular brands and products. This encourages 
competition. 

6. Above all, MNCs are socially desirable in LDCs because they lead 
to a. net increase in capital formation, output and employment.* 


•For Other benefits nf MMf*« w — r. 
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Demerits of MNCs 

MNCs have come to be regarded as agents of exploitation in LDCs 
because of their invidious operations which are highlighted in their 
modus operand/. 

The US-based MNCs insist on cent per cent ownership in LDCs and 
they have succeeded in this in Singapore, Mexico, Hong Kong, Brazil 
and Taiwan. With low rates of taxation in these countries, they have 
been exporting “super profits" to America. 

In countries like India where since the 1960s, the MNCs are allowed 
to operate as joint ventures with 25' to 40 per cent participation, they 
enjoy a number of privileges which again tend to increase their profits 
manifold. Such concessions or privileges are in the form of dividends, 
payment for installation fee, royalty on the use of patents, payment on 
know-how fee, payment for imported equipment whose price is 30 to 40 
per cent higher than the competitive international price, and tax holiday 
for a number of years if the concern belongs to the priority sector 
industry. 

Besides, the staff which comes in the wake of an MNC is paid very 
high salaries. Some of their top executives get much more than the 
highest paid executive head of the state in which they serve. Not only 
this, the MNCs pay to the locally employed labour twice and even three 
times more than what they might earn fn local firms. This not only leads 
to social inequality but also breeds discontent and unrest among the 
workers employed in indigenous industry. 

The MNCs are pre-empting local savings by overpricing the imports 
and underpricing the exports of LDCs. fn cases where there is 
competition from local entrepreneurs, the MNCs undercut them by 
charging low prices for their products. As a result, the local firms are 
squeezed out of business. But if there are very few local firms to 
compete with, the MNCs buy their majority shares or merge them to 
exercise control over them. 

The MNCs transfer second rate and overpriced technology to 
LDCs.* More often, they try to minimise the transfer of technology to 
such countries by (a) carrying out R & D in the parent company located 
at the headquarters; (b) neglecting the training of local personnel for 
R & D posts; and (c) holding closely the technology itself. Moreover, 
the technology which the MNCs transfer into the LDCs is capital- 
intensive and hence unsuited to their capital-scarce and labour-surplus 
economies. 

'However, itiere base been exceptions in the case ol Canada, Taiwan and Hong Kon 
by US multinationals because die products manufactured in their plinu located in the 
countries are exported to the USA. 
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The MNCs set up their plants in big towns and cities in LDCs where 
infrastructural facilities are easily available. Thus they accentuate 
sectoral inequalities and strengthen dualism in such countries. 

Besides, the long-term effect of direct and indirect investment by .the 
MNCs on the balance of payments is usually negative as they repatriate 
huge amounts in the form of royalties, profits, interest, dividend capital, 
etc. 

Last but not the least, the MNCs influence the internal politics to the 
detriment 'of the LDCs by bribing the legislators not only directly but 
also indirectly. They offer posts in the higher echelons of their 
companies to the privileged sections of the societv, especially to the 
friends ana relatives of the local politicians, bureaucrats and the 
economic oligarchies. They also subvert domestic fiscal and monetary 
policies in LDCs. 

An Overview 

It is not that the MNCs are simply the agents of exploitation, they also 
act as agents of development. By establishing manufacturing plants, 
providing production, managerial, technical, organisational and 
marketing skills, and by harnessing their resources, the MNCs have 
helped in augmenting the GNP of Singapore, Hong Kong, Taiwan and 
Canada. But as pointed out earlier, these benefits accruing to such 
countries have been the outcome of the self-interest of the MNCs, that 
is, the need to meet the US domestic market. 

The problem before the other developing countries like India is how 
to control and curtail the damaging effect of MNCs and harness them 
for their maximum benefit. All this depends upon the "will” to control 
the working of these global giants. Given this, the LDCs should have 
stringent anti-trust laws, as we have in India the twin institutions known 
as the Monopolies. Commission and the MRTP Act. The MNCs should 
be encouraged to enter into "licensing agreements’- with a local 
manufacturer who may be taught the use of the patented processes in 
lieu of a fixed royalty. 

The LDCs should also take advantage of the expertise and superior 
technical know-how of the MNCs by entering into 'turnkey agreements’ 
with them whereby a foreign company undertakes to build a plant or 
help in exploiting their natural resources, imparts training to local 
personnel, provides technical know-how, starts production and then 
leaves the country for good by entrusting the entire operations to the 
local firm. In lieu of these services, the MNC should be paid either a 
fixed fee or cost-plus fee. India has entered into such agreements for the 
exploration of its off-shore oil resources. 

Further, there should be joint venture agreements on 60-40 basis at 
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the maximum by the local concerns with the MNCs. All joint ventures 
with the foreign concerns should be based on specific agreements to 
manufacture the product within the country with indigenously produced 
and procured raw materials (provided they are available), to train and 
employ nationals’in high jobs, to carry onR&D within the host country 
and to reinvest a certain percentage of profits within it 

It is advisable, as suggested by Strceten, that the governments of 
LDCs should not press the MNCs to pay specially high wages to local 
labour. Rather, the MNCs should be asked to employ local people at 
the prevalent rates for the same jobs in the country On the other hand, 
they should tax the MNCs more heavily so that the people of the 
country benefit rather than the few people who work for them. This 
increased tax revenue may be spent in providing greater infrastructural 
facilities to the people which will benefit all sections of the society 
including the MNCs. Moreover, foreigners receiving higher salaries and 
better facilities than their local counterparts in similar jobs should also 
be taxed equally. 

Given the conditions' laid down above, the MNCs should be 
encouraged to establish plants in backward areas or regions of LDCs so 
that regional imbalances arc ironed out 

Since there is no likelihood of any agreement <?n the international 
plane over a ‘code of conduct* which may govern the operations of 
MNCs, every LDC should have its own independent agency to report on 
the working of MNCs from time to time in that country and should not 
hesitate to take stern actions against the offending giants which may 
even be tantamount to nationalisation. 
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Chapter 52 

ECONOMIC PLANNING 

MEANING OF ECONOMIC PLANNING 

There is no agreement among economists with regard to the meaning of 
the term ‘economic planning’. The term has been used very loosely in 
economic literature. It is often confused with communism, socialism or 
economic development. Any type of state intervention in economic 
affairs has also been treated as planning. But the state can intervene 
even without making any plan. What then is planning? Planningjs a 
technique, a means to an end being the realization_JoCTcertain 
{ire-determined and . well-defined aims and objectives, laid, down by a 
central planning authority. The end may be to achieve : economic, social, 
political or military, objectives.! Therefore, “the issue is not between a 
plan and no plan, it is between different kinds of plans.” 1 

Professor Lewis has referred to six different senses in which the term 
planning is used in economic literature. “First, there is an enormous 
literature in which it refers only to the geographical zoning of factors, 
residential buildings, cinemas and the like. Sometimes this is called 
town and country planning and sometimes just planning. Secon dly, 
‘planning’ means only deciding what money the government will spend 
in the future, if it has the money to spend. 7 hkdly, a ‘planned economy’ 
is one in which each production unit (or firm) uses only the resources qf 
men, materials and equipment allocated to it by quota and disposes of 
its product exclusively to persons or firms indicated to it by central 
order. Fourthly, ‘planning’ sometimes means any setting of production 
targets by the government, whether for private or public enterprise. 
Most governments practise this type of planning if only sporadically, 
and if only for one or two industries or services to which they attach 
special importance. Fifthly, here targets are set for the economy as a 
whole, purporting to allocate all the country’s labour, foreign exchange, 
raw materials and other resources between the various branches of the 


*L. Robbins, Economic Policy and International Order, p. 6. 
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economy.” And, finally, “ihe word ‘planning’ is sometimes used to 
describe the means which the government uses to try to enforce upon 
private enterprise the targets which have been previously determined.” 2 

But Ferdynand Zweig maintains that ‘planning’ is planning of the 
economy, not within the economy. It is not a mere planning of towns, 
public works or separate section of the national economy, but of the 
economy as a whole. 3 Thus planning does not mean piecemeal planning 
but overall planning of the economy. 

Some of the definitions of economic planning are: Professor Robbins 
defines economic planning as “collective control or supersession of 
private activities of production and exchange ” 

To Hayek, planning means, “the direction of productive activity by a 
central authority.” 

According to Dr. Dalton, “Economic planning in the widest sense is 
the deliberate direction by persons incharge of large resources of 
economic activity towards chosen ends " 

Lewis Lordwm defined economic planning “as a schema of economic 
organization in which individual and separate plants, enterprises, and 
industries are treated as coordinate units of one single system for the 
purpose of utilizing available resources to achieve the maximum 
satisfaction of the people’s needs within a given time ” 

In the words of Zweig, “Economic planning consists in the extension 
of the functions of public authorities to organization and utilization of 
economic resources... Planning implies and leads to centralization of 
the national economy.” 

One of the most popular definitions is by Dickinson who defines 
planning as “the making of major economic decisions what and how 
much is to be produced, how, when and where it is to be produced, to 
whom it is to be allocated, by the conscious decision of a determinate 
authority, on the basis of comprehensive survey of the economic system 
as a whole.” 

Even though there is no unanimity of opinion on the subject, yet 
economic planning as understood by the majority of economists implies 
deliberate control and direction of the economy by a central authority 
for the purpose of achieving definite targets and objecthes within a 
specified period of time. 

Need for Planning in Underdeveloped Countries 
One of the principal objectives of planning in underdeveloped 
countries is to increase the rate of economic development In the words 


*\V A. Lewis, The Principles of Economic Planning . 1954 
3 F. Zweig. Pfenning of Free Societies, p. 14 
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of D.R. Gadgil, “Planning for economic development implies external 
direction or regulation of economic activity by the planning authority 
which is, in most cases, identified with the government of the state .” 4 It 
means increasing the rate of capital formation by raising the levels of 
income, saving and investment, But increasing the ratejoTcapital^ 
formation in underdeveloped economies is beset with a number of 
difficulties. People are poverty-ridden.' Thei r capa ci.ty._tol.save.' is~ 
extremely low" due to low levels of income~and high propensity to 
consume. As a result,.the.rate of investment is low which leads to capital 
deficiency and low productivity. Low productivity means low income 
and the vicious circle is complete. This vicious economic circle can only 
be broken by planned development. Two methods are open to 
underdeveloped countries. One is planned development by im porting 
capital from abroad which Zweig calls ‘supported industrialization,’ and 
the other is'by force saving which he characterises ^as ‘self-suffi cient 
industrialization’. 

The rationale for planning arises in such countries to improve and 
strengthen the market mechanism. The market mechanism works 
imperfectly in underdeveloped countries because of the ignorance and 
unfamiliarity with it. A large part of the economy comprises the 
non-monetised sector. The product, factor, money and capital- markets 
are nori organised properly. Thus the price system exists in only a 
rudimentary form and fails to bring about adjustments between 
aggregate demand and supply of goods and services. To. remove market 
imperfections, to mobilise and utilise efficiently the available resources, . 
to determine the amount and composition of investment, and to 
overcome structural rigidities, the market mechanism is. required to be 
perfected in underdeveloped countries through planning. 

The need for planning in underdeveloped countries is further stressed 
by the necessity of removing widespread unemployment and disguised 
unemployment in such economies. Capital'TbeingTcarce and labour 
being abundant, the problem of providing gainful employment opportu- 
nities to an ever-increasing labour force'is a difficult one. It is only a 
centralized planning authority -which can solve this. In the absence of 
sufficient enterprise and initiative, the planning authority is the only 
institution for planning the balanced development of the economy. For — 
rapid economic development, underdeveloped countries require the 
development of the agricultural and the industrial sectors, the establish- 
ment of social and economic overheads, the expansion of the domestic 
and foreign trade sectors in a harmonious way. All this requires 


4 D.R. Gadgil, Planning and Economic Policy in India, p. 88. 
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simultaneous investment in different sectors which is only possible 
under development planning. 

The need for developing the agricultural sector along with the 
industrial sector anses from the fact that agriculture and industry arc 
interdependent. Reorganisation of agriculture releases surplus labour 
force which can be absorbed by the industrial sector. Development of 
agriculture is also essential to supply the raw material needs of the 
ind ustrial .sector. ‘ * — — 

~t • . . . 


and industrial development. S o arc the training and educ ational 
institutions, public health and housing for providing a regular flow of 
trained and skilled personnel. But private enterprise in underdeveloped 
countries is not interested in developing the social and economic 
overheads due to their unprofitability. It is motivated by personal gain 
rather thanby social gain. It, therefore, deyolycxPfUhcLsuteao-aeate 
sociaTand economic overheads in a pianned way. 

Similarly, the expansion of the domestic and foreign trade requires 
not only the development of the agricultural and industrial sectors along 
with social and economic overheads but also the existence of financial 
institutions. Money ' . * * • ' * ' . ' . 

velope d cou ntries. . .. • 

industry and ' trad e. . ■ • ! 

tional .cy clical move j . .■ , ■ • 


and regulate Jhe domestic and foreign-trad e in the b est interests of the 
economy. 

The pl anni ng for d evelo pme nt is indis pensable-for remQXJHg_the 
poverty, of .nations.. For raising national, and. per capita income^for 
reducing inequalities in income a nd wealth, f orjncreasing empl oymen t 
opportunities, for all- round'rapid development_and foc .ma intainin g 
their newly won nationaUndcpendence, planning is the only pat!u?pcn 
to underdeveloped countries. There is no greater truth than this that the 
idea of planning took a practical shape in an underdeveloped country 
and that this is the only hope of the resurgent underdeveloped countries 
of the world. The rapid development of the USSR, a poor country at the 
time of the October Revolution, bears testimony to this fact. To sum i? 
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be,.salis£actory_and be cause it is f urther held that , a p PIQ pri.atg- e x t era al 
int ervention will resuTtli nncreasing considerably jhe.pace-oLde^eiop- 
ment and directing it properly. Planners seek to -bring about a 
rationa]ization, and if' possible and necessary, some reduction of 
consumption, to evolve and adopt a long-term pian of appropriate 
investment of capital resources with progressively improved techniques, 
a programme of training and education through which the competence 
of labour to make use of capital resources' is increased, and a better 
distribution of the national product so as to attain social security and 
peace. Planning, therefore, means, in a sense, no more than better 
organization, consistent and far-seeing organization and comprehensive 
all-sided organization. Direction, regulations, • controls ■ on private 
activity, and increasing the sphere of public activity, are all parts of 
organizational effort.” 5 

Plan Formulation and Requisites for Successful Planning 

The formulation and success of a plan require the following: 

1. Planning Commission. The first prerequisite for a plan is the 
setting up of a planning commission which should be organised in a 
proper way. It should be divided and sub-divided into a number of 
divisions and sub-divisions under such experts as economists, statisti- 
cians, engineers, etc, dealing with the various aspects of the economy. 

2. Statistical Data. A prerequisite for sound planning is a thorough 
survey of the existing a potential resources of a country together with its 
deficiencies. As Baykov puts it: “Every act of planning, in' so far as it is 
not mere fantastic castle building presupposes a preliminary investiga- 
tion of existing resources.” 6 Such a survey is essential for the collection 
of statistical data and information with regard to the total available 
material, capital and human resources of the country. Data pertaining 
to the available and potential natural resources along with the degree of 
their exploitation, agricultural and industrial output, transport, technic- 
al and non-technical personnel etc., are essential for fixing targets and 
priorities in planning. It, therefore, requires the setting up of a central 
statistical organization with a network of statistical bureaux for 
collecting statistical data and information for the formulation of the 
plan. 

3. Objectives. The plan may lay down the following objectives: to 
increase national income and per capita income; to expand employment 
opportunities; to reduce inequalities of income and wealth and 
concentration of economic power; to raise agricultural production; to 

s Ibid, 

6 The Developing of the Soviet Economic System, p. 427. 
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industnalisc the economy; to achieve balanced regional development; 
to achieve self-reliance, etc. The various goals and objectives should be 
realistic, mutually compatible and flexible enough in keeping with the 
requirements of the economy. 

4. Fixation of Targets and Priorities. The next problem is to fix targets 
and priorities for achieving the objectives laid down in the plan. They 
should be both global and sectoral Global targets must be bold and 
cover every aspect of the economy. They include quantitative produc- 
tion targets, so many more million tons of foodstuffs, coals, steel, 
fertilizers, etc., so many kilowatts of power capacity, so many metres of 
railways and roads, so many additional training institutions, so much 
increase in national income, saving, investment, etc There are also 
sectoral targets pertaining to individual industries and products in 
physical and value terms both for the private and public sectors. Global 
and sectoral targets should be mutually consistent in order to attain the 
required growth rate for economy This necessitates determining 
priorities, priorities should be laid down on the basis of the short-term 
and Igng-term needs of the economy keeping m view the available 
material, capital and human resources. 

' Such schemes or projects which are required to be executed first, 
should be given top priority while the less important should have a low 
priority. The scheme of priorities should not be rigid but mav be 
changed according to the requirements of the country Thus ‘sound 
governmental planning consists of establishing intelligent priorities tor 
the public investment programme and formulating a sensible and 
consistent set of public policies' to encourage growth in the private 
sector.” 7 

5. Mobilisation or Resources. A plan fixes the public sector outMv < 

which resources are required to be mobilised There are various "> u »» 
and external resources for financing a plan Saving-- profits i'" * 
enterprises, net marketing borrowings, taxation and d‘ tMi o v 
,are the principal internal sources of finance for the P*iNk 
budgetary receipts corresponding to external .iwidam- ' ^ ^ 

external sources of financing the plan The plan shv'»V ^ " ‘ 

policies and instruments for mobilising rewnu-v - ^ 

financial outlay of the plan without infl.m-'O- v ^ 

payments pressures. At the same time, thev sb>^ *•' - "■ ' r ' v - v ‘ '-vUsC 
and household savings of the private seor.v 

6. Balancing In the plan. A plan should u ”“ ,vV 


. 7 W.A. Lewis, Development Planmnc 1** 
'For problems of resource mobilisation r.-fc* 
book. 
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economy, otherwise shortages or surpluses will arise., as the plan 
progresses. There should be balance between saving and investment, 
between the available supply of goods and the demand for them, 
between manpower requirements and their availabilities,- and between 
the demand for imports and the available foreign exchange. 

Aggregate savings come from various sources such as voluntary 
savings, taxation, profits of public enterprises, foreign remittances by 
nationals, etc. These must equal planned aggregate investment in fixed 
capital assets and inventories in the economy. The balance between the- 
supply and demand for goods requires balancing of the available supply 
of consumption goods with their demand, of the supply of capital goods, 
materials and inventories with their requirements, of the supply of 
intermediate goods with their demand, and the proposed requirements 
of exports of goods with their supplies. Balances are also required 
between planned demand and supply of manpower, and between import 
requirements and the available foreign exchange during the plan period. 

In fact, two kinds of balances must be secured in a plan. The first is 
the physical balance which consists of balancing the planned increase in 
output of various goods with the amounts and types of investment. It 
also requires the balancing of the outputs of the various sectors of the 
economy. This is achieved through the input-output technique because 
the output of one sector or industry is the input of the other for 
producing its output. Physical balancing is essential for the internal 
consistency of the plan, otherwise such physical obstacles as lack of raw 
materials, manpower, etc., will develop in the economy. The second is 
the monetary or financial balance which consists of balancing the 
incomes of the people with the amount of goods available to them for 
consumption, the funds used for private investment and the amount of 
investment goods available to private investors, the funds used for 
public investment and the amount of investment goods produced by the 
public sector, and the balancing of foreign payments and receipts. The 
lack of these financial balances will lead to disequilibrium in the supply 
and demand for physical goods thereby leading to inflationary and 
balance of payments pressures during planning. 

7. Incorrupt and Efficient Administration. A strong, efficient and 
incorrupt administration is the sine qua non of successful planning. But 
this is what an underdeveloped country lacks the most. Lewis regards a 
strong, competent and incorrupt administration as the first condition for 
the .success of a plan. The Central Cabinet in an underdeveloped 
country should not take important economic decisions hurriedly without 
getting them properly examined from technical advisers. Competent 
administrative staff should be appointed in various ministries which 
should first prepare good feasibility reports of proposed projects before 
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starting them. It should gain experience in planning and starting a 
project, keeping it on schedule, amending it in case of some unexpected 
snags, and evaluating it from time to time. Without such administrative 
machinery, development planning has no locus standi in an under- 
developed country Lewis is very emphatic when he writes, “In the 
absence of such an administration it is often much better that 
governments should be laissez-faire than they should pretend to plan.’’ 9 
The phenomenal success of development planning m Russia can be 
attributed to “a highly trained and disciplined priestly order of the 
Communist Party.” “In making a plan,” writes Lewis at another place, 
“technique is subsidiary to policy. Hence although the basic techniques 
are displayed, the emphasis is throughout on policy. The economics of 
development is not very complicated; the secret of successful planning 
lies more in sensible politics and good public administration.” 

8. Proper Development Policy. The state should lay down a proper 
development policy for the success of a development plan and to avoid 
any pitfalls that may arise in the development process. Professor Lewis 
lists the following main elements of such a development policy, (i) 
investigation of development potential, survey of national resources, 
scientific research, market research; ( 11 ) provision of adequate infra- 
structure (water, power, transport, and communications) whether by 
public or private agencies; (i/i) provision of specialized training 
facilities, as well as adequate general education, thereby ensuring 
necessary skills; (;v) improving the legal framework of economic 
activity, especially laws relating to land tenure, corporations and 
commercial transactions; (v) helping to create more and better markets, 
including commodity markets, security exchanges, banking, insurance 
and credit facilities; ( vi) seeking out and assisting potential entrep- 
reneurs, both domestic and foreign; (vi/) promoting better utilization of 
resources, both by offering inducements and by operating controls 
against misuse; and (w/7) promoting an increase in saving, both private 
and public.” The success of a development plan can be tested mainly by 
examining various proposals under each of these heads. Good policies 
help, but they may not ensure success. Lewis, therefore, likens 
development planning to medicine which in the hands of a good 
practitioner may perform useful tricks, “but it is still the case that many 
patients die who are expected to live, and many live who 3re expected to 
die.” 10 

9. Economy in Administration. Every effort should be mjdc to effect 

v\V A. Lewis. The Principles of Economic Planning. 1954 and Development Planning 
1966. 

t0 Development Phnnmg, pp. 22-23 
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economies in administration, particularly in the expansion of. ministries 
and state departments. “The people must feel confident that every pie 
that they pay to the government through taxation and borrowings is 
properly spend for their welfare and development, and not dissipated 
away.” 11 

10. An Education Base. Fora clean and efficient administration, a 
firm educational base is essential. Planning to be successful must take 
care of the ethical and moral standards of the people. One cannot 
expect economy and efficiency in administration unless the people 
possess high ethical and moral values. This is not possible unless a 
strong educational base is built up whereby instructions are imparted 
both in the academic and technical fields. “Without creating honest and 
efficient human beings in the country, it would not be feasible to 
undertake economic planning on a big scale.” 

11. A Theory of Consumption. According to Professor Galbraith 12 an 
important requirement of modem development planning is that it has a 
theory of consumption. Underdeveloped countries should not follow 
the consumption patterns of the more developed countries. The theory 
of consumption should be democratic and “prime attention must be 
accorded to goods that are within the range of the model income that 
can be purchased by the typical family. ..Cheap bicycles in a 
low-income country are thus more important than cheap automobiles. 
An inexpensive electric lighting system for the villages is better than a 
high capacity system which runs equipment, the people cannot afford. 
Inexpensive radio sets are important, television belongs to another day. 
Above all, nothing is so important, as abundant and efficiently 
produced food, clothing and shelter, for these are the most universal of 
requirements.” 

12. Public Cooperation. Above all, public cooperation is considered 
to be one of the important levers for the success of the plan in a 
democratic country. Planning requires the unstinted cooperation of the 
people. Economic planning should be above party politics, but at the 
same time, it should have the approval of all the parties. In other words, 
a plan should be regarded as a National Plan when it is approved by the 
representative of the people. For, without public support no plan can 
be a success. As Lewis states: “Popular enthusiasm is both the 
lubricating oil of planning and the petrol of economic development, a 
dynamic force that makes all things possible.” 13 


Shnman Narayan, Trends m Indian Planning, p. 36. Italics mine. 
U J.K. Galbraith, Economic Development in Perspective , 1962. 
u Principles of Economic Planning, op. at., p. 128. 
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PLANNING BY DIRECTION AND PLANNING BY INDUCEMENT 

Professor Lewis 14 draws a distinction between planning by direction and 
planning by inducement for the purpose of mobilizing resources of the 
plan- 

Planning by Direction 

Planning by direction is an integral part of a socialist society like that 
of the Soviet Union. It entails complete absence of laissez-faire. There is 
one central authority which plans, directs, and orders the execution of 
the plan in accordance with pre-determined targets and priorities Such 
planning is comprehensive and encompasses the entire economy. As 
Lange has stated: “With regard to the socialist sector the national plan 
represents a binding directive. The targets of the national plan and its 
financial provision represent orders to be carried out of the various 
ministries and the enterprises subject to him. They are duty bound to 
cany out the directives of the plan.” The State holds the “commanding 
posts” in its hands by taking over the entire private industrial and 
agricultural sectors, and banking and transport. “Without such concen- 
tration the State would lack the means to carry out the tasks of the plan. 
Provisions in the plan would be mere “pious wishes” without any 
guarantee of realization attached to them ” 15 
It$ Drawbacks. But planning by direction has got some drawbacks 
First, planning by direction is associated with a bureaucratic and 
totalitarian regime. There is complete absence of consumers’ sovereign- 
ty. People are not allowed to spend and consume according to their 
choice. Even the right to choose one’s occupation does not exist. Both 
the consumer and labour markets are determined by the planning 
authority. Rationing and price controls are the main props of planning 
by direction which will lead to corruption and nepotism. Thus there is 
no economic freedom. As aptly pointed out by Hayek, “Economic 
planning would involve directions of almost the whole of our life. There 
is hardly any aspect of it, from our primary need to our relations, with 
our family and friends, from the nature of our work to the use of our 
relations, with our family and friends, from the nature of our work to the 
use of our leisure, over which the planner « ould not exercise his conscious 

control .” 16 .... 

Secondly, planning by direction is always unsatisfactory because the 
present economic system is exceedingly complex. In order to increase 
the output of a commodity, planning requires the increase in the output 

,4 Ibid , Chapter 1. 

» 5 0. Laitfle, Ess*}* on Economic Planning, pp 14-16 

•*F.W. Hajek, Road to Serfdom. 
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of all complementaries or a reduction in the output of substitutes. And 
when such decisions are to be taken in the case of innumerable 
commodities, it becomes an extremely difficult task, and targets are 
never fulfilled. As Lewis remarks, “In planning by direction the result is 
always a shortage of some things, and a surplus of others.” 

Thirdly, planning by direction is always inflexible. Once a plan has 
been drawn, it becomes impossible to revise any part of it, necessitated 
by circumstances. For, it is an extremely difficult task to alter a part of 
the plan without altering the whole of it. So the plan has to be carried 
through as an integrated whole despite the various pitfalls. 

Fourthly, as a corollary to the above, as the plan proceeds the 
fulfilment of targets under planning by direction becomes a difficult 
task. The more one tries to overcome the difficulties of planning by 
direction, the more costly the fulfilment of targets become in terms of 
resources. 

Fifthly, planning by direction develops what Lewis calls the ‘tendency 
to procru'stean.” It leads to excessive standardization because it makes 
production process easy. A standardized product is manufactured 
without any varieties. Lewis maintains that “standardization is frequent- 
ly an engine of progress, but it is also frequently the enemy of 
happiness, and in foreign trade it is in many lines fatal to success.” 
Moreover, production of only one type of standard good in each line of 
production is inimical to the growth of initiative and enterprise. There is 
no urge to innovate. 

Lastly, planning by direction is a costly affair. It requires an army of 
clerks, statisticians, economists, and other trained personnel. Large 
funds are spent on conducting innumerable surveys and censuses. 

Despite all these defects in planning by direction, the experience of 
the Soviet Union is a clear testimony to the fact that this type of 
planning is the most effective technique for accelerating the growth rate 
of the economy. 

Planning by Inducement 

Planning by inducement is democratic planning. It means planning by 
manipulating the market. There is no compulsion but persuasion. There 
is freedom of enterprise, freedom of consumption and freedom of 
production. But these ‘freedoms’ are subject to state control and 
regulation. People are induced to act in a certain way through various 
monetary and fiscal measures. If the planning authority wishes to 
encourage the production of a commodity, it can give subsidy to the 
firms. And if it finds scarcity of goods in the market, it can introduce 
price control and rationing. In order to increase the rate of. capital 
formation, the planning authority can then undertake public investment 
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and/or encourage private investment. It can adopt a suitable monctar> 
policy and at the same time a taxation policy which encourages 
investment and discourages consumption. 

. Thus planning by inducement is able to achieve the same results as are 
likely to be achieved in planning b> direction but with less sacrifice of 
individual liberty. 

Us Difficulties. But planning by inducement is beset with a number of 
difficulties which may make it less successful as compared to planning by 
direction. 

(i) It is maintained that the incentives offered may not be adequate 
for the producers and consumers to act the way the state desires them to 
behave. It may upset the government plans. 

(//) Since the actual working of the plan is left to the market forces, 
surpluses or shortages are bound to arise. Proper adjustment between 
demand and supply is difficult to achieve. Shortages are frequent and 
they necessitate price control and rationing which are the forms of 
direction. In such a situation, planning by inducement merges into 
planning by direction. 

(///) Similarly, monetary and fiscal measures alone are inadequate to 
induce planned development of the economy by raising the rate of 
capital formation. We have seen above that it is very difficult to raise the 
rate of capital formation in an underdeveloped country because of the 
low levels of income and saving. People have a tendency to utilize their 
savings in unproductive channels. On the other hand, planning by 
direction is more useful for this purpose. 

Conclusion 

Whether a country should adopt the method of planning by direction 
or planning by inducement depends entirely on the system of govern- 
ment. A full-fledged socialist country will adopt planning by direction. 
On the other hand, a capitalist economy will adhere to the technique of 
the planning by inducement. 

But both these planning techniques are complementary. They cannot 
be placed into water-tight compartments. Both of them are indispens- 
able and at the same time practicable in underdeveloped countries. The 
state alone is incapable of developing the economy in such countries It 
lacks not only in financial but also in administrative resources. So it 
leads the private sector to work and expand under its direction and 
control. For this, inducements can be given in the form of subsidies and 
tax exemptions. Savings, investment, consumption and productions can 
be directed into right directions. The state can obtain resources through 
deficit financing, borrowing and taxation. It can also set up basics 
heavy industries and undertake social and economic overheads. ' 
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the best course for an. underdeveloped country is to have a judicious 
blending of the two. 

India, has adopted a middle course of action in her development 
plans — a mixed economy in which both planning by direction and 
planning by inducement are playing their respective roles. 

FINANCIAL AND PHYSICAL PLANNING 

Financial planning refers to the technique of planning in which 
resources are allocated in terms of money while physical planning 
pertains to the allocation of resources in terms of men, materials and 
machinery. 

Financial Planning 

Finance is the main key to economic planning. If sufficient finances 
are available, it is not difficult to achieve physical targets. But without 
the stipulated financial resources it is not possible to carry the plan to its 
successful culmination. Financial planning is essential in order to 
remove maladjustments between supplies and demand and for calculat- 
ing costs and benefits of the various projects. The' Indian Planning 
Commission points out that: “The essence of financial planning is to 
ensure that demands and supplies are matched in a manner which 
exploits physical potentialities as fully as possible without major and 
unplanned changes in the price structure.” 17 

In the case of financial planning “the outlay is fixed in terms of money 
and the estimates are made on the basis of various hypotheses regarding 
the growth of the national income, consumption, imports, etc., to cover 
this outlay by taxation, savings and the increase in the cash holding.” 
“This consists in establishing an equilibrium between the incomes of the 
population — wages, incomes of peasants and others — and the amount 
of consumers goods which will be available to the population. ...Further 
it must establish equilibrium between that part of incomes of the 
population which will be used for private investment and the amount of 
investment goods made available to private investors. Finally, in the 
.public sector a balance must be established between the financial funds 
made available for investment purposes and the amount of investment 
goods which will be produced or imported. In addition to these 
balances, it is necessary to establish the balances of foreign payments 
and receipts.” 18 Financial planning is thus thought to secure a balance 
between demands and supplies, avoid inflation and bring about 
economic stability. -. 

17 Second Five-Year Plan, p. 16. 

' is O. Lange, Economic Development, Planning and International Cooperation , 1961. 
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Its Limitations. But this appears io be an exaggerated view, for 
financial planning has its limitations in an underdeveloped country. 

F/rst, measures to mobilize financial resources through taxation may 
adversely affect the propensity to save. 

Secondly, in an underdeveloped country there is a vast subsistence 
non-monetued sector and a small organized money sector' Thus there is 
bound to be an imbalance between the two sectors. This will lead to 
shortages in supplies and to an inflationary rise in prices. As a result, 
physical targets are likely to be upset. 

Thirdly, it is possible that supplies can be increased through imports, 
but they will lead to balance of payments difficulties from which 
underdeveloped countries already suffer. 

Fourthly, to be successful financial planning must be free from ail 
bottlenecks, especially inflationary nse in prices It is more appropriate 
to use it in sectoral planning rather than in overall planning. 

Lastly, financial planning is unsuited to an underdeveloped economy 
where this “means not merely loss of potential income but also a threat 
to the character of balanced social development because it results m an 
insufficient provision of employment at average wages relative to the 
increase in the population and thus increases inequality between those 
who are privileged to obtain employment and those whose needs both 
y for work and income necessarily remain unmet ” 

Physical Planning 

Physical planning “is an attempt to work out the implications of the 
development effort in terms of factor allocations and product yields so 
as to maximize incomes and 'employment ." 19 'The physical balance 
consists in a proper evaluation of the relations between investment and 
output... Investment coefficients are computed These coefficients 
indicate the amount of investment and also the composition of that 
investment in terms of various kinds of goods needed in order to obtain 
an increase of output of a product by a given amount For example, how 
much iron, how much coal, how much electnc power is needed in order 
to produce an additional ton of steel. On this basis, the planned increase 
in output of various products is balanced with the amounts and types of 
investment. U is also necessary to balance the outputs of the various 
sections of the economy because . . the output of one branch of the 
economy serves as an input for producing the output of another 
branch." Financial planning is only a means to achieve this end. Laci>' f 
financing to cany out an investment project m an under dev# 
country ordinarily does not reflect the lack of physical re 

- "Second Fue-Ycae Plan, op ai.p 14 
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In physical planning, an overall assessment is made of the available 
real resources such as. raw materials, manpower, etc.,' and how they 
have to be obtained so that bottlenecks may not appear during the 
working of the plan. Physical planning requires the fixation of physical 
targets with regard to agricultural and industrial production, socio- 
cultural and transportation services, consumption levels and in respect 
of employment, income and investment levels of the economy. .There 
must be proper balances in the various targets set in the plan. Moreover, 
physical planning has to be viewed as an overall long-term planning 
rather, than a. short-term piecemeal planning. Professor Balogh 
stresses the importance of physical planning in these words, “The only 
politically sound and morally responsible strategy involves steady 
pressure up to the limits of physical resources. It involves hair-sharp 
sectoral balance and concentration of attention on the widening of 
supply bottlenecks as they arise. The soundness of a plan from a 
national point of view can be tested only by the strain it causes. A 
lessening of strain, the accumulation, for instance, of foreign reserves 
means that the system is not being driven to the utmost of its physic 
capacity .” 20 

Its Limitations. But physical planning has certain limitations in 
underdeveloped country. 

First, the most formidable problem in such economies is the la 
. statistical data and information with regard to the available pf 
Resources. If physical targets are fixed beyond the availabi 
, esources on the basis of inaccurate data, planning will end in a 

Secondly, another problem is that of balancing the different s . . 
of the economy. It is not possible to attain internal consistency 
order in an underdeveloped country due to its inherent 
difficulties. The country may not have reached that state of 
needed for achieving the targets laid down. There may be 
failure of harvests thus restricting the supply of agricultur 
ties. Or, industrial production itself may fall due to th< 
power supply. Dr. Lange suggests that in order to prc 
contingencies, the input-output and consumption balance 
for certain reserve stocks . 21 

Thirdly, such shortages in physical targets are br 
inflationary pressures through an increase in prices 
process is extremely harmful for an underdevelope' 
levels of income and saving are already very low. In s 

Indian Planning Commission recommends physical 

2a Notes on Indian Economic Strategy (Mmg. ISI). 

■'O. Lange, Essays on Economic Planning, op. cit., p. 6. 
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tions. Realizing the administrative cumbrousness and hardships associ- 
ated with controls and rationing, it emphasized that these controls 
should not be regarded as sufficient by themselves and should be 
simultaneously accompanied by measures to increase supplies. 22 

Lastly, physical planning without financial planning is always a 
negation of planning in an underdeveloped country. If plans arc drawn 
on the basis of physical resources without any regard to the availability 
of financial resources, plan targets can never be fulfilled. In India, due 
to the lack of financial resources in the closing year of the Second Plan, 
the sue of the plan had to be pruned to the turn of Rs 200 crores, the 
extent of financial shortage. 

Conclusion 

Now the question is should an underdeveloped country adopt the 
technique of financial planning or physical planning? The answer to this 
question depends on the political structure of the state. In socialist states 
like Russia, there is physical planning. Since there is the absence of 
private property and all the resources belong to the state, finance never 
acts as a bottleneck. “Lack of finance to carry out an investment project 
reflects lack of physical resources to do so or an allocation decision to 
use these resources elsewhere in the national economy The financial 
part of planning is only an instrument of social accounting in a socialist 
state.” 23 It is meant to translate the values of inputs and outputs in terms 
of money to calculate costs, profits, incomes and prices. 

In a capitalist country, as already discussed above, financial planning 
is as much important as physical planning. Both are complementary. 
Both are mutually consistent. Fox effective planning, both are needed 
together. As Mahalanobis pointed out in his Draft Plan Framework, 
“The physical targets of production must be balanced in terms of 
physical quantities of raw materials, machinery, energy, transport, etc., 
and also in terms of manpower and of the (low of money Incomes arc 
generated in the very process of production, and supplies are utilized 
through market operations. Planning requires that aggregate income 
should be balanced with expenditure, savings should match invest- 
ments, and the supply and demand of individual goods and services 
should be balanced in terms of money so as to avoid any inflationary rise 
in prices or undesirable shifts in prices, physical and financial planning 
are different aspects of the same reality ” 

Thus both the techniques are required to be integrated in develop- 
ment planning. Physical targets should be balanced in terms of the 

v lbid , p 39 

25 Ibid., p. 4. 



504 


The Economics of Development and Planning 


available financial resources, while larger financial resources should be 
mobilized in order to fulfil physical targets for accelerating the pace ol 
development. 

PERSPECTIVE PLANNING AND ANNUAL PLANNING 

The phrase ‘perspective planning’ refers to long-term planning in whicl 
long range targets are set in advance for a period of 15, 20 or 25 years. A 
perspective plan, according to the Indian Planning Commission, “is £ 
blueprint of developments to be undertaken over a longer period.” A 
perspective plan, however, does not imply one plan for the entire perioc 
of 15 or 20 years. In reality, the broader objectives and targets are to be 
achieved within the specified period of time by dividing the perspective 
plan into several short-period plans of four, five or six years. Compared 
with the perspective plan, the short-period plan makes for greatei 
precision. It is easier to look ahead over short periods than- over very 
long periods. Moreover, many unpredictable changes can . vitiate the 
long-term data Therefore, a perspective plan is always split up intc 
short-term plans. Not only this, a five-year plan is further broken up 
into annual plans so that each annual plan fits into the broad framework 
of the five-year plan. Plans of either kind are further divided into 
regional and sectional plans. Regional plans pertain to regions; districts 
and localities being further split up into sectional plans for agriculture, 
industry, foreign trade, transportation etc. These sectional plans are 
divided into further sub-plans for each branch such as, a plan for 
foodgrains, a plan for iron and steel, a plan for exports and so on. All 
these plans and sub-plans are related to the perspective plan. A 
perspective plan reflects long-term targets, while the current plans and 
sub-plans are. the necessary support for the former to achieve those 
targets. “Planning is a continuous process and. cannot be isolated for 
short periods. Thus, the present Five-Year Plan is a projection and 
continuation of the previous plans, and it will lead to the subsequent 
plans. Planning is a continuous movement towards desired goals and 
because of this, all major decisions have to be made by agencies 
informed of these goals and the social purpose behind them. Even in 
considering a five-year period, forward and long-term planning has 
always to be kept in view. Indeed perspective planning is the essence of 
the planning process.” 24 

“The main purpose of a perspective plan is thus to provide a 
background to the shorter term plans, so that the problems that have to 
be solved over a very long period can be taken into account in planning 

2i Third Five-Plan. Italics mine. 
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over a shorter term. ..Above all one can express in a perspective plan 
those forces, the effects of which can be estimated with reasonable 
certainty over long periods. These include growth of population, the 
influence of education, which is only apparent over long periods, and 
the growth of general technological factors which have been shown in 
the past as a measure of regularity. Factors that are exposed to rapid 
changes, such as harvest yields, which are dependent on the weather, 
and other factors that are exposed to fruitous or irregular fluctuations 
cannot be. and for the most part also do not need to be taken into 
account.” 25 Mahalanobis observes that perspective planning is neces- 
sarily a continuing process and has two broad aspects. One is current 
planning directed to projects included in the annual plans wilhin the 
framework of the five-year plan. The successive five*) ear plans 
themselves would have to be fitted into a larger framework of 
perspective planning with a wide time horizon of 10, 20 or 30 >ears or 
even more. Perspective planning would be primarily concerned with the 
technical and scientific aspects of long-term growth of the economy. 
Studies and researches would be directed to solving practical problems 
and would be broadly of a type of operational research (although some 
problems of basic research would no doubt arise from time to time). 
This would call for the active cooperation of a large number of 
engineers, technologists, economists, statisticians and workers in 
practically all fields of both natural and social sciences." 2 *’ There is 
Perspective Planning Division in the Planning Commission of India 
which is entrusted with the task of perspective planning 27 
The idea of perspective planning was mooted m 1920 with the 
launching of the first long-term plan for the electrification of Russia— 
the famous GOELRO plan. Up to 1958, Russia had been having 
five-year plans for its economic development But in 1959 it embarked 
upon a twenty-year plan for I960-S0, the target figures for 1959-65 
having been regarded as an integral element of their long-term plan for 
economic development. In India also, the five-year plans visualize the 
problem of economic development from a longer perspective 
Demerits of Perspective Planning. Planning for fixed periods is 
essential to start with because it goads the people and the government to 
move on the path laid down in the perspective plan But it is not without 
Certain serious dements. First, such a plan is rigid because necessary or 
desirable adjustments to unforeseen changes or corrections of errors 
may not be made, and the adaptations that are made will tend to occur 

“J. Tinbergen. Dctclopment Planning, 1976 Italics mine 
C Mahalanobis in Sankhaya, December 1955 
z’For India's Perspective Planning, see Model of the Fourth Plan in the chafer * 
"Planning in India.” _ 
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abruptly between plan periods. Thus it is not feasible administratively. 
Secondly , “psychologically ...the compulsion to revise the plan down- 
ward when no formal provision for this is made can have demoralizing 
effects. This is illustrated by the experience in India after 1957, when 
those in authority issued contradictory statements and were even 
tempted into pious falsification of the facts. This tended to spread 
confusion, cynicism, and defeatism in business, in -the administration, 
and among the public. More flexible planning could have prevented 
some of the miscalculations of foreign exchange requirements and some 
of the faults in the handling of import licences in the beginning of this 
period.” According to Myrdal, perspective planning should, therefore, - 
be started during an experimental period. 28 

INDICATIVE PLANNING AND IMPERATIVE PLANNING 

Indicative planning prevails in France. This type of planning is not 
imperative but flexible. Planning in socialist countries is comprehensive 
in which the planning authority decides about the amount to be invested 
in each sector, in fixation of prices of products and factors, and the types 
and quantities of products to be produced. There bbing rigidity in this 
type of planning if there is some distortion in one sector, it adversely 
affects the entire economy which cannot be remedied immediately. The 
French system of planning is free from all such troubles because it is 
based on the principle of decentralization in the operation and 
execution of the national plans. It is known as indicative or soft 
planning, as distinct from comprehensive or imperative planning. 

Indicative planning is peculiar to the mixed economy of France and is 
quite different from the type of planning that prevails in the other mixed 
economies of the world. In a mixed economy, the public and. private 
sectors work together. The state controls and regulates the private 
sector in a number of ways so that the private sector may .cooperate in 
fulfilling the targets and priorities of the plan. The usual methods to 
control this sector are licences, quotas, price and quantity determination 
of products, financial aid, etc. It has to work under the direction of the 
state. But in indicative planning the private sector is neither rigidly 
controlled nor directed to fulfil the targets and priorities of the plan. 
Even then, the private sector is expected to fulfil the targets for the 
success of the plan. The state provides all types of facilities to the private 
sector but does not direct it, rather indicates the areas in which it can 
help in implementing the plan. 

Indicative planning has been in use in France since the Monnet Plan 


M G. Myrdal, Asian Drama, 1968. 
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of 1947-50. In ihe French system of planning, the public sector 
comprises basic sectors like coal, cement, steel, transportation, fuel, 
fertilizers, farm machinery, electricity, tourism, etc. In these sectors, 
the fulfilment of production and investment targets is imperative. 
Besides, there are certain basic actions which arc considered essential 
for the operation of the basic sectors and are, therefore, directly under 
the state They are: (i) the development of scientific and technical 
research including atomic energy; (li) reduction of costs through 
rationalization and long-term programming; (iii) specialization and 
regrouping of industrial concerns; (rV) market organization of agricultu- 
ral products; and (v) reconversion of old firms and retention of 
displaced manpower. In the remaining sectors of economy and even in 
the above fields where the private sector co-exists with the public sector, 
planning is indicathe. It consists in the integration of individual 
planning efforts which, in isolation, are incapable of achieving their 
objectives. , 

In the national plan, production and investment targets arc laid down 
for both the public and private sectors The basis of the national plans is 
the Economic Table w-hich is made up of data pertaining to consump- 
tion, saving, investment, and foreign trade This table shows the inputs 
and outputs of each sector of the economy While framing the draft 
plan, the Commissariat au Plan (the French Planning Commission) 
discusses the plan with the representatives of the private sector in a 
number of commissions, known as Modernization Commissions to give 
the plan its final shape. There are two types of commissions, vertical and 
horizontal. The vertical commissions discuss and finalize the activities of 
the various sectors of the economy, such as agriculture, coal, steel, 
manufacturing, power, transportation, housing, education, public 
health, social welfare, etc The horizontal commissions, on the other 
hand, deal with various balances in the economy — between investment 
and saving, between income and expenditure of the state, between the 
inward and outward flows of foreign currency, and between financial 
and physical estimates. In this way. the private sector becomes a partner 
wv the economic plan and helps in fulfilling the targets of the plan The 
government provides incentives to the private sector through grants, 
loans, tax exemptions, etc It gives guidance to the private sector instead 
of issuing directions. The private sector relies on the market conditions 
for production and investment programmes. And if there is need for 
making adjustments in the plan due to changed market conditions, they 
can be made even during ns execution stage. Thus there is sufficient 
individual freedom of choice and ac)ion in French planning In fact, it 
presents a perfect compromise between freedom and planning, incorpo- 
rates the merits of both the free market and planned cconorr 



508 


The Economics of Development and Planning 


successfully avoids their demerits. 

However, the success of indicative planning presupposes that “every 
branch of activity is promised the possibility of acquiring its production 
factors and selling its goods on a balanced market. The promise, 
however, is only kept if everybody plays the game. The promise acts 
merely as an incentive. It is not binding on anybody.” -9 But the actual 
experience of indicative planning in France shows that firms do not play 
the game when the development programme does not coincide with 
their profit expectations. Often monopolistic organisations do not care 
for the incomes policy laid down by the government and use their power 
for personal benefit. Moreover, under conditions of price inflation, the 
government interferes with the market mechanism by resorting to direct 
controls instead of monetary and fiscal policies. Thus the working of 
indicative planning in France casts doubts about its being a golden mean 
between free market and planned economies. 

On the other hand, under imperative planning all economic activities 
and resources of the economy operate under the direction of the state. 
There is complete control over the factors of production by the state. 
The entire resources of the country are used to the maximum in order to 
fulfil the targets of the plan. There is no consumers’ sovereignty in such 
planning. The consumers get commodities in fixed quantities at fixed 
prices. Often the commodities are rationed. Production of commodities 
is in accordance with government policies. What and how much to 
produce — such decisions are taken by the managers of firms and 
factories on the direction of the planning commission or a central 
planning authority. Since the government policies and decisions are 
rigid, they cannot be changed easily. If there is some bottleneck in 
fulfilling production targets at any stage, it adversely affects all related 
sectors of production. If managers of industries do not carry out 
production plans properly, production falls which undermines the entire . 
production process in the economy. Imperative planning is in operation 
in China and Russia. 

DEMOCRATIC PLANNING .AND TOTALITARIAN PLANNING 

Democratic planning implies planning within democracy. To many 
economists like Hayek and Lippman, planning is incompatible with 
democracy. Hayek goes to the extent of saying that “what was promised 
to us as the Road to Freedom was in fact the High Road to Serfdom.” 
But Hayek has in mind totalitarian planning which is comprehensive. In 

' Pierre Masse, French Methods of Planning", Journal of Industrial Economics, Nov. 
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totalitarian or authoritarian planning there is central control and 
direction of all economic activity in accordance with a single plan. There 
is planning by direction where consumption, production, exchange, and 
distribution are all controlled by the state. In authoritarian planning, the 
planning authority is the supreme body. It decides about the targets, 
schemes, allocations, methods and procedures of implementation of the 
plan. There is absolutely no opposition to the plan. People have to 
accept and rigidly implement the plan. Economic and political powers 
are polarised and social life is regimented There is thus no democratic 
freedom m authoritarian planning which is extremely rigid. But there 
are others who hold the view that “a planned society can be far more 
free society than the competitive laissez-faire order which it has come to 
replace." Whatever the degree of deliberate control and direction of 
economic forces be in totalitarian planning, it is for making the 
economic system perfect, and maintaining stability, and achieving rapid 
growth. Moreover, as pointed out by Professor Myrdal. *“I find no 
example, in history where democracy has been lost because of too much 
planning and state intervention, but plenty of examples on the 
contrary ." 30 He, therefore, favours the Soviet type of planning for the 
underdeveloped countries of South-East Asia because it is scientific and 
efficient as compared to an unplanned economic system. Though 
authoritarian planning can help in achieving the targets within the 
stipulated period and according to schedule, yet the price which the 
people of underdeveloped countries shall have to pay in the form of the 
loss of economic, social and political freedoms is enormous It is. 
therefore, better to have democratic planning and achieve the same 
results without, at the same time, sacrificing these freedoms totally 

In democratic planning, the philosophy of democratic government is 
accepted as the ideological basis. People arc associated at every step in 
the formulation and implementation of the plan A dcmocraiic plan is 
characterized by the widest possible consultations with the various state 
governments and private enterprises at the stage of preparation It seeks 
to avoid all clashes, and fries to harmonise all opinions that arc for the 
welfare of thd people. Cooperation of different agencies, and voluntary 
groups, and associations plays a major role in its execution The plan is 
fully debated m the Parliament, and the state legislatures and in the 
private forums. The plan prepared by the Planning Commission is not 
accepted as such. It can be accepted, rejected or modified by the 
Parliament of the country. Thus the plan is not forced upon the people 
from above, it is planning from below. 

Democratic planning respects the institution of private property 

W G Mynlal, An International Economy , 1959 
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lationalization is resorted to the limited extent absolutely necessary, 
nd reasonable compensation is paid in all cases. Price mechanism is 
llowed to play its due role. The government only seeks to influence 
conomic and investment decisions in the private sector through fiscal 
nd monetary measures. The private sector operates side by side with 
he public sector. There is healthy competition between the two for the 
ulfilment of the plan targets. Democratic planning aims at the removal 
if inequalities of income and wealth through peaceful means by taxation 
nd government spending on social welfare and social security schemes, 
ndividual freedom prevails. People enjoy social, economic and political 
reedoms. 

India is a unique experimentation in democratic planning. Planning in 
ndia is being carried out under a democratic government which is 
fected under universal suffrage. There is no undue encroachment on 
he rights and liberties of the people in the execution of the plans. There 
s the freedom to own private property and in the event of expropria- 
ion, adequate compensation is paid. Private sector co-exists with public 
ector. The latter operates under the guidance, help and supervision of 
he government. There is no force in the implementation of the 
ive-year plans which are fully discussed and debated both within and 
mtside the Parliament. People enjoy the fundamental rights of freedom 
)f speech, association, occupation, etc. The planning procedure in India 
s democratic. 

Criticism. Critics are not lacking in characterising democratic 
banning as a myth. They opine that democracy is not to' be found 
mywhere, so there cannot be democratic planning either. Some sort of 
itate intervention is inevitable even in democratic planning whereby 
economic freedom becomes a farce. The institution of controls in 
/arious forms on consumption, production and distribution in India, 
viz., price controls and rationing, industrial licensing, monopoly 
■egulation, import restrictions, state trading, etc., do not make for 
iconomic freedom. “India’s planning is of an imperative type in 
lemocratic context. ...It is a half way house between command and free 
economy, imbibing the disadvantages of both without the advantages of 
■he either — essentially an uncommitted and interminate system, it has 
its inbuilt difficulties which hinder progress. Socialist economy can 
follow its own path of growth — capitalist countries their own — planned 
jconomy in a democracy operates between the two— divided between 
public and private sector. In India the relationship between the two has 
seen far from ideal .” 31 

It is contended by Professor William Letwin that the Planning 

31 K.N. Bhattacharyya, Planning: Economics and Economy, r 1971. 
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Commisssion in India does not possess an autonomous status in the real 
sense of the term. It is a part of the ruling party. The Chairman of the 
Planning Commission is the Prime Minister. The National Development 
Council, the most important body, is already without constitutional and 
statutory authority which derives its power from the simple fact that its 
members are the Prime Minister and Opposition members, the chief 
ministers of all the states.... “The (resultant) plan is politics, not 

science Thus Indian planning is democratic m constitutional form, in 

that the chief decisions are made by elected representatives of the 
people, it is not democratic in substance.” 32 We do not agree with 
Professor Letwin because m democratic planning the plan must reflect 
the aspirations of the masses as represented by the ruling party in the 
Parliament. 

''Thus Indian planning is democratic both constitutionally and in 
substance, for some sort of controls and state intervention are essential 
for lifting the economy out of the morass and for the welfare of the 
masses. It is, however, felt that Indian planning in its democratic set-up 
should be indicative rather than imperative as has been the experience 
of France. 


ROLLING AND FIXED PLANS 

Professor Myrdal was the first economist to advocate a rolling plan for 
developing countries in his book Indian Economic Planning in its 
Broader Setting. India did not experiment it for the first lime in 1978. It 
was introduced for purposes of defence after the Chinese aggression in 
1962 and has been a great success in making the country almost 
self-sufficient in the manufacture of sophisticated arms and ammuni- 
tions, frigates and aircrafts, and helped to prepare it face Pakistan twice. 
It was introduced in Indian planning by the Janata Government on 
April 1, 1978 and was given up on Apnl 1, 1980 with the coming to 
power of the Indira Government. 

In a rolling plan, every year three new plans are made and acted 
upon. First, there is a plan for the current year which includes the 
annual budget and the foreign exchange budget. Second, there is a plan 
for a number of years, say three, four or five. It is changed every year in 
keeping with the requirements of the economy. It contains targets and 
techniques to be followed during the plan period, along with pnee 
relationships and price policies. Third, a perspective plan for 10, 15 or 
20 or even more years is presented every year in which the broader goals 
are stated and the outlines of future development are forecast. The 

“Quoted in Economic Phoning, B.G Tandoo, 1970. 
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annual one-year plan is fitted into the same year’s new three-,'' fc ar- or 
five-year plan, and both are framed in the light of the perspective plan. 
For example, if planning is started in 1970 in a country, there would be 
three plans under the technique of rolling plan: an annual plan for 1970, 
a five-year plan for 1970-75, and a 20-year plan for 1970-90. The broad 
aims and objectives are laid down in the 20-year perspective plan. When 
the plan starts in 1970, there will be an annual plan in every subsequent 
year, that is, 1971, 1972 and so on. The five-year plan for 1970-75 will 
also roll on for the subsequent periods by shedding each previous year 
so as to become a plan for 1971-76, 1972-77 and so on. Since plannin&is 
a continuous process, every year the plan is revised in the light of new 
information, improved data and improved analysis. “At each revision it 
will be well to look into the future a number of years which is 
determined by the nature of the factual circumstances.... If five years is 
deemed to be a suitable horizon, this number of years may be applied at 
each of the yearly revisions in sense one would always be working in the 
beginning of a five-year period.” 

Merits. The concept of rolling plan is -devised to overcome the 
rigidities encountered in the fixed five-year plans. In the rolling plan 
there are plan targets, projections and allocations that are not fixed for 
the five-year period but are liable to revision every year in keeping with 
the changing conditions of the country. It not only provides greater 
flexibility but also a clearer perspective and a better view of the 
priorities. 

Being flexible, a rolling plan is more realistic than a flexible plan. It ' 
takes into consideration such unforeseen natural and economic changes 
as floods, drought, war, hike in oil prices, etc. which may affect the 
economy adversely. Under a roiling plan, financial and physical targets 
can be revised in keeping with such changes. But such revisions are not 
possible under a fixed plan. Thus the rolling plan combines the 
advantages of both perspective and flexible planning. 

Demerits. But critics are not lacking in pointing towards certain 
demerits of this technique of rolling plan. They point out that since the 
targets are likely to be revised every year, it is not possible to achieve 
the targets laid down in the plan within a fixed time period. Such 
frequent revisions also make it difficult to maintain proper balances in 
the economy which are essential for its balanced development. Again, 
when the plan is continuously revised, it creates uncertainties in the 
private and public sectors of the economy. Both sectors lose the urge to 
make changes in their production plans or to proceed in accordance v'ith 
the previously laid down targets. To achieve bigger targets becomes out 
of question. Moreover, constant revisions of the targets of the plan 
develop an attitude of non-commitment and apathy among the planners 
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and the public which do not augur well for the future development of 
such a country. 

Further, the success of the rolling plan depends on a strong 
communication system from the village to the headquarters of ihe 


operation of the latest computerised system which is very costly and is 
difficult to operate m an underdeveloped country Leaving aside this 
aspect, the success of a rolling plan depends upon the extent to which 
data are collected, communicated and computerised regularly. It also 
depends on the ability of the planning machinery to cope with the work 
of continuous revisions of the five-year plan every year jn the light of the 
changing natural or economic conditions. But it is not within the 
competence of the planning machinery in an underdeveloped country to 
collect, communicate and computerise data accurately and regularly 
throughout the year from different sectors of the economy 

Again, for the rolling plan to be successful, “up-to-date knowledge of 
progress as well as the shortcomings in the implementation of projects 
are absolutely essential. Unfortunately, such information is today so 
widely scattered that for all practical purposes it does not exist And, at 
any rate, it is far from up-to-date and quite insufficient to roll the plan. 
To organise such information and the capacity to use it is, therefore, the 
prime need. As this obviously cannot be done overnight it would be 
advisable, to start with, for the rolling exercise to be confined to 
selected sectors in which the required information can be effectively 
organised.” 

These were the difficulties which led to the abandonment of this 
technique of rolling plan in such underdeveloped countries as Burma 
and Mexico. But it has been a success in such developed countries as 
Japan and Poland. 

Fixed Plan 

In contrast to the rolling plan, there is a fixed plan for four, five, six or 
seven years. A fixed plan lays down definite aims and objectives which 
ard required to be achieved dunng the plan period. For this purpose, 
physical targets are fixed along with the total outlay. Physical targets 
and financial outlays arc seldom changed except under emergencies 
Planning in Russia and India is of the fixed type. Economic plans in 
Russia are of seven years, while they are of five years in India. 

Merits. Such planning has certain merits which make it superior to 
rolling planning. 

One of the merits of this type of planning is that it fixes targets ai 
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fixed plan and they can be better faced and overcome during a fixed 
plan period. As regards the long-term problems of poverty, unemploy- 
ment, inequalities and regional imbalances are concerned, they can be 
gradually solved within the framework of a number of fixed plans. 
Projects with long gestation period can also be completed under two or 
three plans. In fact, all long-term problems and projects form part of a 
perspective plan which is contained in every five-year plan document. 
The present five-year plan is a projection and continuation of the 
previous plans, and it leads to subsequent plans. Thus all long-term 
problems of an economy can be solved by a series of fixed plans. 

PLANNING UNDER CAPITALISM AND SOCIALISM 

Planning under capitalism is not based on any -central plan. In the 
absence of a central plan, the means of production are owned privately. 
Production is also carried out by private enterprise. It is not planned by 
the government. Market prices are determined by market forces and are 
not set by the government. So under capitalist planning, the institutions 
of private ownership, private enterprise and price mechanism continue 
to operate. Given these institutions, there is no comprehensive planning 
under capitalism. The state plans on a limited scale “to harness 
self-interest to the service of the community as a whole, and to 
supplement the price system, as well as ensuring that it works 
efficiently. 33 

To achieve these tasks, the government of a capitalist economy 
performs three functions: (1) It adopts appropriate measures to 
maintain aggregate demand which is neither too small nor too large so 
that recession or inflation is avoided. For this, the government regulates 
the actions of private enterprise. It establishes healthy monetary and 
credit institutions, and adopts fiscal measures in keeping with the 
economic situation of the country. (2) It prevents monopoly concentra- 
tion. Monopoly distorts the price mechanism under capitalism. It 
restricts output to keep up prices so that less resources are employed. 
To check monopoly and monopolistic practices, the government adopts 
anti-monopolistic measures and even nationalises some of the monopo- 
listic corporations for the benefit of the community at large. (3) The 
government adopts measures for the satisfaction of communal wants in 
the form of public health measures, public parks, roads, bridges, 
museums, zoos, education, floor control measures, etc. All these 
activities of the government are not coordinated by any central plan. 

Thus planning under capitalism is confined to the regulatory activities 

33 F.W. Paish, Benham's Economics , R'c, p. 56. 
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of the government so as to avoid recession or inflation, to prevent 
monopoly concentration, to raise the standard of living of the people, 
and to create conditions for the smooth functioning of the price 
mechanism with a sufficient degree of competition. 

Planning Under Socialism 

Planning under socialism ts based on a central plan. There is a central 
planning authority or board which formulates a plan for the entire 
economy. There is complete centralisation of economic power in the 
central planning authority. It fixes the plan objectives, priorities and 
targets. It organises and allocates the resources of the economy by 
deliberate direction and control for the purpose of achieving definite 
objectives and targets laid down in the plan during a specified period of 
time. The central problems of an economy— what and how much is to 
be produced, how, when and where it is to be produced, and to whom it 
is to be allocated — 'arc exclusively decided by it 

The central plan has definite socto-econonuc objectives These 
objectives "may concern aggregate demand, full employment, satisfac- 
tion of communal demand, allocation of factors of production, 
distribution of the national income, the amount of capital accumulation, 
economic development, and so forth ” 

To achieve these objectives, the planning authority owns and controls 
the means of production and distribution All mines, farms, factories, 
financial institutions, distributing agencies such as shops, stores, 
internal and external trade, means of transport and communications, 
etc. arc owned, controlled and regulated by government departments 
and state corporations under the overall supervision and control of the 
planning authority. Production in the different sectors of the economy is 
governed by priorities and targets of the plan Production of consumer 
goods is generally governed by the preferences of consumers and the 
available commodities arc distributed to them at fixed prices Under 
socialist planning, consumers’ sovereignty is confined only to the choice 
of socially useful commodities which the planning authority deems fit to 
produce and provide to the people 

The pricing process under socialist planning does not operate freely 
but works under the control and regulation of the central planning 
authority- According to Dickinson, socialist planning and the pneing 
process are not opposed to each other. Rather, they arc complementary 
principles of economic regulation. The former supports the latter m four 
ways: First, to give general direction to the socialist economy Second, 
to make decisions where market indications arc lacking. Third, to 
eliminate cyclical fluctuations in economic activity. Fourth, to deal with 
special emergencies Thus the pricing process plays an important role 
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under socialist planning even though prices are fixed by the planning 
authority. There are market prices at which consumer goods are sold. 
There are also accounting prices on the basis of which managers decide 
about the production of consumer goods and investment goods, and also 
about the choice of production methods. The pricing process does not 
regulate the plan. It is subservient to the central plan. 

Conclusion. Socialist planning is superior to capitalist planning. The 
adoption of planning under capitalism fails to bring economic efficiency, 
to avoid wastage of resources, to check monopolistic practices fully to 
reduce inequalities of income and wealth, and to avoid booms and 
slumps. This is borne out by the experience of all capitalist countries. 
On the. other hand, socialist planning provides greater economic 
efficiency because the means of production are not left to the market 
forces. Rather, they are controlled and regulated by the planning 
authority in the most efficient manner. Moreover, there is greater 
welfare due to less inequality under socialist planning. The central plan 
aims at providing socially useful goods and services. As the planning 
authority owns, controls and regulates all the means of production and 
distribution, every citizen is paid his remuneration according to his 
ability, education and training, thereby reducing inequalities. Finally, 
under socialist planning, the planning authority is able to avoid 
deflationary and inflationary trends by a better coordination of the 
actions of various producing units and making full use of available 
resources. 


CENTRALISED AND DECENTRALISED PLANNING 

Planning may be centralised or decentralised. This division is made from 
the viewpoint of the execution of plans. Under centralised planning, the 
entire planning process in a country is under a central planning 
authority. This authority formulates a central plan, fixes objectives, 
targets and priorities for every sector of the economy. It takes all 
investment decisions in accordance with the goals and targets of the 
plan. The principal problems of the economy — what and how much is to 
be produced, how, when and where it is to be produced, and to whom it 
is to be allocated — are exclusively decided by this authority. The central 
planning authority controls every aspect of the economy. It fixes prices 
of all products and wages of all types of workers. All anticipated 
financial product and factor imbalances that are likely to arise within the 
planning period, are sought to be corrected in advance by the planning 
authority. Oscar Lange rejects centralised planning because of its 
undemocratic character. The entire planning process is based on 
bureaucratic control and regulation. Naturally, such planning is rigid. 
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There is no economic freedom and ail economic activities 3re directed 
from above. Shortages and mistakes arising during the course of 
planning are not likely to be rectified because of the absence of 
decentralised derision-making. 

On the other hand, decentralised planning refers to the execution of 
the plan from the grass roots. Under it, a plan is formulated by the 
central planning authority in consultation with the different administra- 
tive units of the country. The central plan incorporates plans under the 
central schemes, and plans for the states under a federal set-up. The 
state plans incorporate district and village level plans. Similarly, plans 
for different industries are formulated in consultation with representa- 
tives of industries. But individual firms arc free to take independent 
decisions about investment and output policies, and so are individual 
farmers. Under decentralised planning, prices of goods and services are 
primarily determined by the market mechanism despite government 
control and regulation in certain fields of economic activity There is 
freedom of consumption, production and enterprise under it. However, 
the planning authority recommends to the central and state govern- 
ments to provide certain incentives to the private sector It also lays 
down areas of public sector activities. 

Decentralised planning is superior to centralised planning in that it 
provides economic freedom and flexibility to the economy But its 
dependence on the market mechanism leads to shortages or surpluses in 
the production of goods and services. They are likely to create problems 
for the government because adjustment arc difficult to make. For 
instance, shortages of goods lead to inflation and the adoption of pnee 
controls and rationing creates more problems Further, it is not possible 
to coordinate the derisions of the planned and unplanned sectors This 
is one of the main reasons for distortions in the economy which lead to 
disequilibrium in the demand for and supply of goods and services Of 
the two, centralised planning provides cohesiveness to the economy 
whereas decentralised planning provides economic freedom and incen- 
tives to the market economy. 

CORRECTIVE PLANNING AND DEVELOPMENT PLANNING 

A number of maladjustments arise in a capitalist economy When the 
government plans and adopts various fiscal, monetary and direct control 
measures to rectify them, this is called corrective planning- If the 
economy suffers from inflationary pressures, the government adopts 
such corrective measures as a contractionary monetary policy, raising 
tax rates, reducing consumption, investment and public expenditure It 
may also adopt a surplus budgetary policy. In the event of a depression, 
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corrective planning includes an expansionary monetary policy, reduc- 
tion in tax rates, stimulation of consumption, increase in private and 
public investment, and a deficit budgetary policy. Excessive inequalities 
of income distribution and concentration of monopoly power are also 
sought to be reduced under corrective planning. To reduce inequalities 
of income distribution, corrective planning requires the adoption of 
such measures as imposition of heavier burdens on the higher income 
groups through death duties, steeply progressive income taxes, in- 
creased expenditure on public works and social security etc. To control 
monopoly concentration, the government may encourage competitive 
small business, start public enterprises, pass anti-monopoly laws and 
even nationalise monopolistic industries. Planning in the United States 
and in other capitalist countries is of the corrective type. 

Development planning is meant to develop the economy as a whole. 
It involves “the application of a rational system of choices among 
feasible courses of investment and other development actions.” For 
this, it relies to a large extent on the market mechanism. Under 
development planning, the government formulates a development plan 
for the whole economy. It includes consideration of the most important 
economic aggregates such as total saving, investment, output, govern- 
ment expenditure and foreign transactions. It also explores sectoral 
relationships in the overall framework of the economy. In particular, it 
lays down investment priorities for the public sector. Public investments 
cover the whole infrastructure of the economy including investments in 
health, education and training. The private sector is considered a 
partner in the development efforts of the economy. The government 
does not use force on the private sector to get the plan implemented. 
Rather, it provides' incentives through monetary, fiscal and direct 
control measures. At the same time, the government adopts measures 
to restrict unproductive activities so that private investment is channe- 
lised into productive activities. 

Development planning is primarily related to the development 
activities of underdeveloped countries. Since such countries haVe a 
number of economic, social and political obstacles to development, it- is 
not possible to make development planning a success even by the best 
policies. Lewis observes in this connection: “Good policies help, but do 
not ensure success. Development planning is in this respect like 
medicine; the good practitioner knows some useful tricks; but it is still 
the case that many patients die who are expected to live, and many live 
who are expected to die .” 35 

A. Watersione, “Lessons of Experience,” in Leading Issues in Economic Develop- 
ment Gerald M. Meier, (ed.), 2/e, 1970: 

35 W.A. Lewis, Development Planning, p. 23. 
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PLANNING IN A MIXED ECONOMY 

Mixed economy is compromise between the two economic systems, 
capitalism and socialism. It is a system which is free from the evils of 
both capitalism and socialism but integrates the good features of both. 
That is why it is known as mixed economy which is a golden means 
between capitalism and socialism. It is through planning th3t the merits 
of a socialist economy are imparted and the defects of capitalism are 
sought to be removed in a mixed economy. 

Planning in a mixed economy is not comprehensive in the sense of 
socialist planning. It divides the economy into public and private sectors 
for the purpose of economic development. The public sector is under 
the direct control of the government which regulates its production and 
distribution. All services in which the profit expectations are low and 
investments are large with Jong gestation.period are operated under the 
public sector, such as rail, road and air transport, power generation 
plants, posts and telegraphs, etc. There are in fact public utilities which 
are operated by the state for public welfare. Besides, defence, atomic 
energy, heavy, basic and strategic industries are all operated in the 
public sector. The plan allocates investment lays down targets and fixes 
priorities for this sector. 

There is the private sector in which individuals manage what they 
own, usually in farming, industry and retailing. Keeping the public 
interest in view, the state regulates the working of this sector by giving 
suggestions, subsidies, credit facilities, raw materials, cheap power, 
concessional transport facilities, tax holidays, concessions, etc., and by 
administrative controls and directions. If certain industries do not work 
satisfactorily or operate against public interest, the state nationalises 
•them by paying appropriate compensation. 

A sector based on the principles of cooperation also exists in a mixed 
economy. It is usually to be found in farming, dairying, consumer 
purchases, and in small manufacturing. The cooperative sector is 
organised by the people with the assistance of state cooperative agencies 
to reduce exploitative market tendencies and to inculcate spirits of 
cooperation and self-help. 

Planning in a mixed economy is meant to provide all the freedoms of 
capitalism, such as freedom of consumption, freedom of production, 
freedom of occupation, freedom to hold property, etc. But these 
freedoms cannot be enjojed absolutely and at the cost of public welfare. 
So the government puts checks on these freedoms by proper regulation 
and control of such economic activities as the production and 
distribution of essential commodities in order to prevent their hoarding 
and black-marketing, and even rationing them in the event of acute 
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shortages, of private property for an equitable distribution, of mono- 
poly concentration of economic power, etc. 

The ultimate aim of planning in a mixed economy is to remove the 
evils of capitalism and to promote the maximum welfare of the people. 
These objectives are achieved through the various measures outlined 
above. Besides, to protect workers from capitalist exploitation, the state 
passes labour laws and fixes minimum wages, working hours, etc. and 
provides social security in the form of life insurance, unemployment 
insurance pension, provident fund, maternity benefits, free education, 
recreational facilities, etc. The state also aims at reducing inequalities of 
income distribution through these measures. 

Planning in underdeveloped countries is primarily based on the 
concept of mixed economy. The main aim of such planning is to. increase 
the growth rate of the economy, given the various limiting factors in 
such countries. For this, planning in a mixed economy envisages a high 
rate of capital formation through various monetary, fiscal and physical 
control measures; through foreign aid, comprehensive exchange control 
and protective tariffs; and through public and private investments so 
that the economy develops in a balanced way. Thus planning in a mixed 
economy “affords the advantages of resolute government action in 
overcoming existing barriers to economic growth, does not involve an 
amount of central integration exceeding the capacity of its bureaucracy, 
and fosters a maximum of cooperation between private business and 
government.” 

Despite these merits, planning in a mixed economy is faced with 
certain problems which make it difficult to achieve the objective and 
targets of the plan. First, there is non-cooperation between the. two 
sectors. The experience of the working of mixed economies reveals that 
the government treats the private sector like a step-child and imposes 
many restrictions on it. The private sector is taxed heavily. It has to 
operate under numerous controls and “bureaucratic capitalism”. On the 
other hand, the public sector is given preference over the private sector 
in all matters. Thus bitterness and non-cooperation develop between 
the two sectors which lead to the non-fulfilment of the plan targets. 
Since the private sector operates on the basis of the market mechanism, 
shortages lead to rise in prices which spread to the public sector. This is 
because both the sectors are dependent on each other for supplies of 
raw materials, intermediate products, etc. Second, planning in a mixed 
economy involves the expansion of the public sector whereby public 
outlay is increased. But enough financial resources are not available in 
an underdeveloped country to meet large plan outlays. This leads : to 
deficit spending, thereby leading to inflationary pressures within the 
economy. Third, the public sector is a big burden on the financial plan. 
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Bureaucratic control leads to inefficiency. There is over-staffing of the 
personnel, red tapism, corruption and nepotism. As a result, production 
falls and losses emerge. Moreover, the majority of public undertakings 
being of long-gestation period and involving huge investments, they 
continue to operate under losses for a number of years. Thus shortages 
of goods continue which accentuate inflationary pressures. 

PLANNING MODELS 

Planning models have been increasingly used in LDCs for the drawing 
up of plans for economic development. A model expresses relationships 
among economic variables which explain and predict past and future 
events under a set of simplifying assumptions. In other words, a model 
consists of a series of equations, each of which represents the association 
among certain variables. In this sense, a planning model is a senes of 
mathematical equations which help in the drawing up of a plan for 
economic development. Broadly, a model may have endogenous and 
exogenous variables. Endogenous vanables are those whose values arc 
determined from within the system such as national income, consump- 
tion, saving, investment, etc. On the other hand, exogenous vanables 
are determined from outside the system such as pnecs, exports, imports, 
technological changes, etc. A planning model specifies relationships 
between endogenous and exogenous vanables 3nd aims at ensunng the 
consistency of the proposed plan for economic development “It is 
meant to yield an optimally balanced collection of measures, known as 
Model Targets, which can help the planning authonty in the drawing of 
an actual plan.” A UN study defines a planning model as that based on 
precise knowledge of medium 3nd long-term economic aims, which is 
mathematically expressed in the form of a preference function and 
reflects the initial conditions of the economy including economic policy 
measures already proposed and show the most probable path of 
economic development. 36 

Planning models are of three types: aggregate, multisector and 
decentralisation. Aggregative models trace the optimal paths of 
development overtime of such economy-wide aggregates as income, 
saving, consumption, investment, etc. The Harrod-Domar Models and 
the Two-Gap Models are of this type. But it is not possible to build 
highly aggregative models in LDCs because of the lack of accurate data 
and computational devices. Therefore, multisector models are designed 
which connect macroeconomic aggregates with the sectors constituting 
the operational content of the plan. The Mahaianobts Two-Sector and 

*UN, ECE, Development in the Construction and Use of Microeconomic Models. 
1965. 
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Four-Sector Models are of this type. Multisector models are also set in 
terms of input-output models. They are consistency models based on the 
Leontief inter-industry system, the Consistency Model for India’s 
Fourth Plan by Manne, Rudra and others, and the model of Indian Fifth 
Plan were framed in terms of the input-output models . 37 Further, 
optimising or linear programming models are also multisector planning 
models. They extend the consistency models of the input-output type to 
optimization of income or employment or any other quantifiable plan 
objective under the constraints of limited resources and technological 
conditions of production. Such models can be static or dynamic. Static 
LP models solve the systems of equations for optimal solutions in 
relation to a single year, while dynamic LP models explain the optimal 
growth path over the entire plan period. 

Decentralised models have sector or project level variables which are 
used to prepare models for individual sectors or projects. Such models 
are useful in the early stages of a country’s economic development when 
information is available for only individual sectors or projects. 

The usefulness of planning models in actual plan-making are: “(a) to 
provide a frame for the checking of the consistency or the optimality of 
the official plan targets ; ( b ) to provide a frame for the actual setting of 
targets; (c) to provide a frame for the evaluation and selection of 
projects; and (d) to provide an insight into the structure of the economy 
and its dynamics to help better policy decisions .” 35 . 


For details of Mahaianobis and some other models built for Indian plans, refer to 
chapter 32. 

•^Ashok Rudra, Indian Plan Models, p. 201. 



Chapter S3 

SHADOW PRICES 


INTRODUCTION 

In underdeveloped countries, for project evaluation and programming 
the distribution of factors on the basis of market prices is imperfect 
because there exist fundamental disequihbna which arc reflected in 
mass underemployment at existing wage levels, in the deficiency of 
funds at existing interest rates and in the scarcity of foreign exchange at 
the prevalent exchange rate. In such a situation, the equilibrium level ot 
wages would be much below the market wage, the equilibrium interest 
rates would be higher than their market rates, and the equilibrium rate 
of exchange would be lower than its market rate. In order to overcome 
these difficulties J. Tinbergen, H B. Chenery and K S Kretchemcr 
have emphasized the use of shadow or accounting pnecs. 

Need For the Use of Shadow Prices 
The price mechanism operates imperfectly m underdeveloped coun- 
tries. Market prices do not correctly reflect relative scarcities, benefits, 
and costs. This is because perfect competition is entirely absent; 
structural changes do not respond to price changes; institutional factors 
distort the existence of equilibrium in the product, labour, capital and 
foreign exchange markets; and prices fail to reflect and transmit the 
direct and indirect influences on the supply side and the demand side 
Markets are not in equilibrium due to structural rigidities Labour 
cannot be usefully employed because of the shortage of other cooperant 
factors. The rate of interest understates the value of capital to the 
economy. And disequilibrium persists in the balance of payments which 
cannot be reflected in the official rate of exchange. For instance, in such 
economies wages are much lower in the non-organized agricultural 
sector while they are even higher than the opportunity cost of labour in 
the industrial sector where labour is organised in strong trade unions In 
the capital market, the market rate of interest is much higher than the 
bank rate, and the current rate of foreign exchange is much lower than 
in the black market. Thus “market prices, particularly those of the 
factors of production, form a very imperfect guide to resource allocation 
m underdeveloped economies, because there exist fundamental dt 
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equilibria which are reflected in the existence of massive underemploy- 
ment at present levels of wages, the deficiency of funds at prevailing 
interest rates and the shortage of foreign exchange at current rate of 
foreign exchange.” 1 To overcome these problems, the use of shadow 
prices has been suggested by economists for the allocation of resources 
in development planning, for evaluating projects and as a device in 
programming. To conclude with Streeten, “The call for the use of 
shadow prices (or accounting prices) in planning for development stems 
from the obvious fact that actual market prices do not reflect social 
benefits and social costs. Some are fixed by administrative Gat. Others 
are ‘free’, but influenced by restrictive practices or monopolies. Others 
again are influenced by quantitative controls. The shadow price is the 
price which would prevail if prices were equilibrium prices....” 

The fixation of shadow price for irrigation water is illustrated in Fig. 
53.1. The supply and demand for irrigation water is taken on the hori- 

. zontal axis and price in the accounting 
period is taken on the vertical axis. In 
the initial accounting period, OQi 
quantity of water is needed by the 
farmers of the area. But the govern- 
ment is supplying only OQ 2 quantity 
of water from the irrigation project at 
OPi price. In the next accounting 
period, the government may set the 
price equal to marginal cost or charge 
the price of irrigation water too low as 
part of its strategy of regional develop- 
ment. After the low price OP 2 is charg- 
ed by the government, the demand for 
irrigation water will exceed its supply. 
In such a case the government may 
adopt the policy of rationing of water. It may ask each farmer to limit 
their land-area for irrigating. In the next accounting period, the govern- 
ment uses OP ; as the shadow price, which is the equilibrium price when 
OQ s of irrigation water is supplied and demanded. 

Meaning of Shadow Prices 

Shadow prices reflect intrinsic or true values for factors or products. 

UN, ECAFE. ‘ Criteria for Allocating Investment Resources among Various Fields of 
Development in Underdeveloped Countries,” Economic Bulletin for Asia and Far East, 
June 1961. 



DEMAND AND SUPPLY OF 
IRRIGATION WATER 

FIG. 53.1 



Shadow Prices 


527 


J. Tinbergen defined them for the first time in 1954 in these words: 
“ Shadow Prices are prices indicating the intrinsic or true value of a 
factor or product in the sense of equilibrium prices. These prices may be 
different for different time periods as well as geographically separate 
areas and various occupations (in the case of labour). They may deviate 
from market prices.” 2 In 1958. Tinbergen defined shadow prices as 
those that correspond to intrinsic values and “that would prevail if' (i) 
the investment pattern under discussion were actually earned out; and 
(ii) equilibrium existed on the markets just mentioned (i.e., labour, 
capital, foreign exchange markets)” 3 This definition is clear and 
exhaustive, but is silent about the behaviour of accounting prices over 
time. * 

A UN report defines shadow prices in terms of the opportunity cost 
of the factor or product. The shadow price of an output such as capital 
labour or foreign exchange represents its “opportunity cost” or the loss 
to the economy that would result from a reduction in its supply by one 
unit. A factor that is expected to be in short supply should have an 
accounting price higher than its market price, while one that is surplus 
should have a valuation that is lower than its market price. 4 A. 
Quayyum, however, defines shadow paces in terms of the marginal 
productivity of factors In his words, accounting prices are the values of 
the marginal productivity of factors when a selection of techniques has 
been made which produces the maximum possible volume of output, 
given the availability of resources, the pattern of final demand and the 
technological possibilities of production. 5 It would require the calcula- 
tion of the marginal productivity of factors by the government 
manipulating the system of subsidy and taxation in such a way that the 
supply paces of factors to the producers equal the value of their 
marginal productivity. E.J. Mishan gives the simplest definition in these 
words, “A shadow or accounting price... .is the pace the economist 
attributes to a good or factor on the argument that it is more appropriate 
for the purposes of economic calculation than Us existing price if any 1,6 

Thus there is hardly any unanimity over defining accounting paces 
and the different concepts present so many difficulties in their 
calculation that the concept becomes ambiguous 

Determination of Shadow Prices 

The determination of shadow paces can be done through the general 

2 Ia\estmeat Criteria and Economic Growtfi. fed ) M. Millikan, 1955 

3 Thc Design for De\ elopment. p. 39. 

* Formulating Industrial Deschpment Programmes, 1961 

i Tbcory and Policy of Accounting Prices, 1959 
t Cost<BeacFits Analysis. 1971. 
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rate of interest becomes very complicated . 

However, the appropriate formula for the calculation of the shadow 
rate of interest for the economy is: (see page 529) 
where R is the shadow rate of interest, G is the rate of growth, S p is the 
savings rate of profit receivers, P y is the share of profit in total income, 
and S w is the savings rate of the wage earners. 

Assuming G — 5 per cent, S p ~25 per cent, P v — 50 per cent, and 
S u . = 5 per cent, the shadow rate of interest 

5 5 

R = = = 16.6 per cent 

1-0.5 0.3 

0.25 + x 0.05 

0.5 

(h) Determination of the Price of Labour. The determination of the 
shadow price of labour is a difficult problem because labourers differ in 
efficiency. Therefore shadow price of labour cannot be the same for 
both the unskilled and skilled labour and for different types of skilled 
labour. There has to be a different shadow price for different types of 
labour because labour is not like other factors. In underdeveloped 
countries there is surplus labour in the rural areas having almost zero 
marginal product. But its shadow price cannot be assumed to be zero, it 
should be positive and provide a minimum subsistence level when such 
labour is employed on construction works. “But even if the marginal 
product of labour is less than the wage (or subsidized income), it does 
not necessarily follow that one should use a shadow price for labour 
lower than the wage. This is because wage earners tend to consume 
most or all the wages which they are paid. Thus.. .the payment of wages 
constitutes a real cost to the economy, even if there is no alternative 
employment for labour.” Therefore, some economists are of the view 
that the accounting price for labour can be fixed anywhere above the 
zero marginal product of labour, and with the increase in the marginal 
product ot labour its accounting price can also be raised. But, according 
to the UN experts, assuming no surplus of skilled labour but ample 
supplies of agricultural and. unskilled labour the accounting prices of 
different kinds of skilled labour can be based on the cost of moving 
workers from villages to industrial areas, providing them with houses 
and other facilities, and training them. s 

(c) Determination of the Rate of Foreign Exchange. The shadow 
price of foreign exchange is essential for underdeveloped countries 
sutfering from balance of payments difficulties. An artificial equilibrium 
is achieved in the balance of payments by fixing a higher shadow’ rate of > 


S UN, ECAFE. 
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exchange than the official rate of excnange. "In an optimum develop* 
ment plan, the accounting price of foreign exchange would be equal 
both to the incremental cost of earning foreign exchange through 
exports and to the incremental cost of saving foreign exchange through 
import substitution. The former may be easier to estimate in many cases 
because there are relatively few potential exports, at least in the near 
future in underdeveloped countries. "For this, weight is attached to the 
cost of foreign exchange in the project. If say, “the accounting price of 
foreign exchange is 50 per cent higher than its market value, the net 
effect of a project on the balance of payments should be given a weight 
of .5 in addition to the effect on the national income. This is equivalent 
to valuing all foreign exchange costs and earnings at a price of 1.5 ; ” 9 
According to Dr. Little, Israel is the only developing country in which 
the accounting price of foreign exchange is estimated in this way. 10 It is 
not essential that every project should be weighted equally because the 
foreign exchange component of each project is different. 

As an alternative, it is suggested that the demand for and the supply 
of foreign exchange should be computed which should then determine 
the rate where the two equilibrate. But this procedure is not practicable 
in developing economies where the foreign exchange requirements 
differ sector-wise and project-wise. Further, a single shadow rate of 
exchange cannot be applied over time. It will have to be reviewed and 
raised at different points of time on the basis of the 'black* and ’free’ 
rates of exchange, beeause the market for some important international 
currencies like the dollar and the sterling is imperfect. Professor 
Tinbergen suggests the calculation of the shadow rate of foreign 
exchange based on the ‘black’ and ‘free* rates of exchange. If the official 
(free) exchange rate is Rs 7.5 a dollar and the black rate is Rs 15 a dollar 
and the conversion of the official rate is four times as great as that at the 
black rate, then the shadow rate would be the weighted average 
4x7.5+1x15 


5 

Rs 9 per dollar would then be the most serviceable shadow rate- instead 
of the official rate of Rs 7.5. 

. Difficulties of Shadow Prices 

Apart from certain difficulties already mentioned in the determina- 
tion of shadow prices for capital, labour and foreign exchange, there are 


9 IM. 

10 I M.D. LitUe, "Projed Analysis w Relation to Planning in » Mixed Economy," w 
Development Problems. OECD. Pan». 1967. __ 
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other difficulties of a general nature. 

First, the calculation of shadow prices pre-supposes the availability of 
data. But adequate data are not easily available in less developed 
countries. 

Second, in order to establish the intrinsic value of a factor or product 
requires the existence of full equilibrium in all markets. In an 
underdeveloped economy which is characterized by a number of 
fundamental disequilibria, the knowledge of full equilibrium conditions 
for the entire economy is not possible. Thus the notion of shadow prices 
corresponding to intrinsic values is arbitrary. 

Third, the assumption of full employment equilibrium in the whole 
economy makes the concept of shadow prices indeterminate, it requires 
a complete knowledge of demand and supply functions which are based 
on the existing social institutions in the economy. ‘‘Land prices will 
depend upon the system of land tenure and on agricultural policy 
generally. The supply price of labour will depend upon the motivation 
and education of potential workers, on acceptability of employing 
women and on the attitudes to different kinds of work. The price of 
capital will depend upon degrees of monopoly in the economy.” 11 Thus 
shadow prices are difficult-to ascertain under the existing institutional 
framework of underdeveloped countries. 

Fourth, another difficulty arises with regard to the time dimension. 
The concept of shadow prices is static and timeless, for shadow prices 
are used to overcome the difficulties involved in project evaluation and 
programming when factor prices change over time. All inputs and 
outputs are valued at fixed shadow prices in such cases. This is not 
realistic because, as Tinbergen himself pointed out, “the realization of 
investment pattern will itself influence these intrinsic values, but only 
after some time, since investment processes are essentially time- 
consuming.” 1 *' If accordingly, labour, capital, foreign exchange and 
other products are assigned different shadow prices, they may give 
contradictory results in accordance with the time-period considered. 
Hence the concept of shadow prices remains essentially a static one. 

Fifth, if shadow prices are calculated in terms of Quayyum’s 
definition, they require the calculation of marginal productivity of 
factors by the government and the manipulation of the system of subsidy 
and taxation in such a way as to equate the supply prices of factors to the 
value of their marginal productivity. But it is not easy to calculate the 
marginal productivity of factors (especially of capital and labour), and 
producers’ response to changes in taxes and subsidies. Thus the shadow 
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prices based on marginal productivity, arc also indeterminate. 

Sixth, another practical difficulty that arises is that of using shadow 
prices in the economy where the private enterprises buy inputs and sell 
outputs at market pnccs The government, on the other hand, use* 
shadow prices for the evaluation of its projects but buys all inputs at 
market prices tytd sells outputs at competitive market prices where she 
docs not possess a monopoly. 

Seventh, the determination of shadow prices is difficult m the case of 
projects with high capital-intensity and which are substitutes and 
complementary to each other Suppose there arc two projects in which 
the input of one is the output of the other, jnd vice- versa. In such cases 
the determination of the accounting prices of the inputs of labour, 
capital and foreign exchange will not only be difficult but impossible 
because the decisions about the construction plans of the two projects 
cannot be the same. 

Eighth, often prices of such services as electricity and transport arc 
regulated by the government, and arc not fixed on the basis of social 
opportunity cost “For example, the prices of electricity used m 
feasibility studies of industrial projects in many developing countries arc 
derived as an average charge of a two-part tanff Since a two-part tanff 
charges a consumer according to his individual demand, rather than the 
system peak demand, it will fail to reflect the long-run incremental cost 
(hence the social opportunity cost of electricity)."* 3 

Conclusion. Professor Myrdal in his “Asian Drama” regards shadow 
prices as “utterly unreal and other worldly in concept, particularly in 
underdeveloped countries like those in South Asia., as it is recognised 
that they cannot be definitely ascertained . . This abstract and meta- 
physical concept cannot help to solve the theoretical and practical 
problems facing South Asian planners It stands out as a typical example 
of the pseudo-knowledge, given 3 learned and occasionally mathemati- 
cal form, that unfortunately has formed a major part of the contribution 
of Western economies to the important tasks of ascertaining the facts in 
underdeveloped countries and creating a framework for pphcies 
designed to engender and direct development." 14 

Uses of Shadow Prices 

Despite these difficulties shadow prices possess the following uses- 

1. In Project Evaluation. The use of market mechanism for the 
determination of product and factor prices is not a perfect and correct 
method because it leads to a wrong allocation of resources. In 

n Ajit K. Dasgupu. op at., p 92 

i *A U3n Drama— An Enquiry into the Poverty of Nations, pp 16£*9 Jtaba rune 
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underdeveloped countries, the market mechanism operates imperfectly 
due to a number of economic and social obstacles. Therefore, it is not 
possible to have project evaluation on this basis. Even otherwise, the 
rise in prices being inevitable during the process of planning, it is 
therefore not possible to correctly assess the costs and benefits of a 
project. “Accounting prices are a convenient tool for evaluating 
investment projects in different sectors of the economy... A factor that is 
expected to be in short supply should have an accounting price higher 
than its market price, while one that is surplus should have a valuation 
that is lower than its market price.’’ 15 

Thus shadow prices are used for evaluating the effects of a project on 
the national income which are also termed as external effects. This is 
often done on the basis of the profitability criterion or cost-benefit 
analysis where both costs and benefits are calculated at accounting 
prices. Sometimes even rough estimates of shadow prices also help. 
“They may, for example, show how sensitive the priority figures of a 
number of projects are to changes in such accounting prices. They may 
enable us to classify products in groups that are attractive under certain 
specified emergency circumstances... It may nevertheless have a rough 
guide for emergency cases.” 16 

2. In Public Policy. The success of development planning depends 
upon the correct operation of public policy. Shadow prices are intrinsic 
prices on whose correct determination depends the success of a plan to a 
considerable extent. In a mixed economy, the public sector cannot be 
‘developed unless the prices of labour, capital, foreign exchange and 
other inputs are determined in accordance with shadow prices. Though 
very often shadow prices are rough estimates, yet the state should try to 
bring market prices close to the shadow prices of products and factors 
through fiscal, monetary and other measures for the successful 
implementation of the plans. 

3. In Programming. Shadow prices have the greatest importance in 
programming. Programming is the working of the economy in a 
rational, consistent and coordinated manner. The main aim is to 
maximise the national income through time. For this, it makes an 
optimum use of the amount and composition of investment, and adopts 
public investment, fiscal, monetary and commercial policies. In the 
context of underdeveloped countries, programming implies the opti- 
mum use of investment whereby there is no difficulty in the production 
process. But in reality, the difficulties of supplies of factors, rise in 
market prices and the scarcity of foreign exchange is apparent in such 

13 UN, ECAFE, op. cit. 

16 J. Tinbergen, op. cit. 
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economics. A1J such difficulties are overcome with the help of shadow 
prices, and fiscal, monetary and other policies help in bringing the 
market prices of factors, products and foreign exchange in conformity 
with their shadow prices and thus make programming a success. 

In the case of linear programming for a wide class of problems, the - 
variables in the dual solution can be interpreted as shadow prices or 
accounting prices, in as much as they 3rc the ‘correct’ input prices being 
consistent with the maximum value of the primal objective function. .. 
When these shadow prices are imputed to the given inputs, the value of 
the dual objective function is minimised. It can then be interpreted as 
the minimum input cost, subject to the constraints, and to the 
requirement that no profits...' he made. These shadow prices arc, 
therefore, no diifercnt from the factor prices that would emerge in 
perfectly competitive equilibrium in which product prices are exoge- 
nously determined." 17 

Thus the technique of shadow prices serves as a useful computational 
shorthand in devising a relatively efficient system of project evaluation 
and helps in achieving success in programming and public policy. 


,7 E J. Mahan* °P al Ita,,c * moe - 
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underdeveloped countries, the market mechanism operates imperfectly 
due to a number of economic and social obstacles. Therefore, it is not 
possible to have project evaluation on this basis. Even otherwise, the 
rise in prices being inevitable during the process of planning, it is 
therefore not possible to correctly assess the costs and benefits of a 
project. “Accounting prices are a convenient tool for evaluating 
investment projects in different sectors of the economy... A factor that is 
expected to be in short supply should have an accounting price higher 
than its market price, while one that is surplus should have a valuation 
that is lower than its market price.” 13 

Thus shadow prices are used for evaluating the effects of a project on 
the national income which are also termed as external effects. This is 
often done on the basis of the profitability criterion or cost-benefit 
analysis where both costs and benefits are calculated at accounting 
prices. Sometimes even rough estimates of shadow prices also help. 
“They may, for example, show how sensitive the priority figures of a 
number of projects are to changes in such accounting prices. They may 
enable us to classify products in groups that are attractive under certain 
specified emergency circumstances.. .It may nevertheless have a rough 
guide for emergency cases.” 16 

2. In Public Policy. The success of development planning depends 
upon the correct operation of public policy. Shadow prices are intrinsic 
prices on whose correct determination depends the success of a plan to a 
considerable extent. In a mixed economy, the public sector cannot be 
‘developed unless the prices of labour, capital, foreign exchange and 
other inputs are determined in accordance with shadow prices. Though 
very often shadow prices are rough estimates, yet the state should try to 
bring market prices close to the shadow prices of products and factors 
through fiscal, monetary and other measures for the successful 
implementation of the plans. 

3. In Programming. Shadow prices have the greatest importance in 
programming. Programming is the working of the economy in a 
rational, consistent and coordinated manner. The main aim is to 
maximise the national income through time. For this, it makes an 
optimum use of the amount and composition of investment, and adopts 
public investment, fiscal, monetary and commercial policies. In the 
context of underdeveloped countries, programming implies the opti- 
mum use of investment whereby there is no difficulty in the production 
process. But in reality, the difficulties of supplies of factors, rise in 
market prices and the scarcity of foreign exchange is apparent in such 

15 UN, ECAFE, op. tit. 

I6 J. Tinbergen, op. tit. 
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economics. All such difficulties are overcome with the help of shadow 
prices, and fiscal, monetary and other policies help in bringing the 
market prices of factors, products and foreign exchange in conformity 
with their shadow prices and thus make programming a success. 

In the case of linear programming for a wide class of problems, the • 
variables m the dual solution can be interpreted as shadow prices or 
accounting prices, in as much as they are the ‘correct’ input prices being 
consistent with the maximum value of the primal objective function.... 
When these shadow prices are imputed to the given inputs, the value of 
the dual objective function is minimised. It can then be interpreted as 
the minimum input cost, subject to the constraints, and to the 
requirement that no profits.. .'be made. These shadow prices are, 
therefore, no dilferent from the factor prices that would emerge in 
perfectly competitive equilibrium in which product prices are exoge- 
nously determined ." 17 

Thus the technique of shadow prices serves as a useful computational 
shorthand m devising a relatively efficient system of project evaluation 
and helps in achieving success in programming and public policy. 


i’E-J. Mahan, op at. Italic* mine. 
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PROJECT EVALUATION AND COST-BENEFIT 

ANALYSIS 


MEANING 

Project evaluation is the most specialized planning process which 
involves systematic, objective and comprehensive appraisal of develop- 
ment programmes for individual commodities and projects. It implies an 
appraisal or assessment of a project as to its operational efficiency 
technically, economically, financially and managerially. It involves a 
probe by a group of outside experts into the working of a project, to find 
out its achievements and weaknesses, and to suggest ways and means of 
overcoming the weaknesses to improve its operation. Project “evalua- 
tion thus refers to the procedures of fact-finding about the results of 
planned social action which in turn move the spiral of planning over 
upward. It is the proper methodological accompaniment of rational 
action .” 1 

Project evaluation is an integral part of any development programme 
in order to assess its success or failure and to point out further lines of 
improvement. It is a process to evaluate the rate of return on a project, 
its social profitability and its side effects on the growth rate of 
population, on employment, labour and management training and on 
rate of reinvestment. Further, it helps to assess the impact of the new 
project on the people of the area especially on their social and 
economic conditions. “Evaluation is, therefore, an essential aid to 
policy. It may be considered to be a branch of research which is oriented 
primarily to the needs of an action programme .” 2 “Project evaluation 
utilizes principles similar to those... for the evaluation of industrial 
sectors, but it requires more extensive study of individual elements. 
Whereas sector analysis is applied only to the typical cost and demand 
conditions in the industry, project analysis takes into account a variety 
of supply and demand factors that are peculiar to the commodities and 
production technique under consideration .” 3 

'Hyman, Wright and Hopkins, Applications of Methods of Evaluations, 1962. Italics 
mine. 

2 Second Five Year Plan, 1 956. 

UN, ECAFE, Formulating Industrial Development Programmes, 1961. 
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Its Stages 

It involves four stagey, to review the situation before the project is 
actually started; to make appraisal when the project is in operation m 
order to find out how much has been accomplished and what remains to 
be accomplished; to suggest ways and means to improve its operation 
further and to plug loopholes; and lastly, to evaluate the ends achieved 
by the project when it is complete and is in full operation. 

Methods of Evaluation 

In the methods of project evaluation, the usual stages are: (a) the 
description of the technical and economic characteristics of each 
project; (6) the estimation of the influence of the project on the 
economy, both during the construction period as well as during the 
operational period, when the investment is completed and the newly 
productive capacity is in operation; (c) the evaluation of the consequ- 
ences of the project which may be direct or indirect. The direct effects 
consist of the immediate contributions to production within the sector of 
the project while the indirect effects are those in sectors vertically 
connected with the sector, cither preceding or following, because for 
their direct technological links; and (d) the formulation of the criterion 
for the selection of the projects. 4 

COST-BENEFIT ANALYSIS* 

In appraising projects from the national viewpoint the most appropriate 
and popular method is the cost-benefit analysis. The analysis is the most 
scientific and useful criterion for project evaluation. It helps the 
planning authority in making correct investment decisions to achieve 
optimum resource allocation by maximising the difference between the 
present value of benefits and costs of a project. It involves the 
enumeration, comparison and evaluation of benefits and costs. This 
implies weighing of the returns against the costs involved m a project. 
Thus the cost-benefit analysis “purports to describe and quantify the 
social advantages and disadvantages of a policy in terms of a common 
monetary unit." Us objective function is the establishment of net social 
benefit . This objective function can be expressed as NSB= Benefit- 
Costs, where benefits and costs arc measured in terms of ‘shadow* or 
‘accounting* prices of inputs and outputs instead of in actual market 
prices. 4 

‘H C. Bas in “Regional Economic Plinmng. Technique* of Analysis for Less 
Developed Areas”, US Afanuai on Economic Dc\clopmcnt Projects, 1958 

’American economists use the term Benefit-Cost. 

‘For reasons refer 10 the previous chapter 
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Criteria for Cost-Benefit Analysis 

There are four benefit-cost criteria discussed by the US Sub- 
committee on Benefits and Costs. They are ‘B—C’, ‘B—C/l’, 
‘AB/AC’, and ‘B/C’, where B and C refer to benefits and costs 
respectively, I relates to direct investment and A is incremental or 
marginal. 

Of these, the formula B- C/I is “for determining the total annual 
returns on a particular investment to the economy as a whole 
irrespective of to whom these accrue.” Here I does not include the 
private investment that may have to be incurred by the beneficiaries of 
the project, such as the cultivators from an irrigation project. If the 
private investment happens to be very large, even a high value of 
B—C/I may be less beneficial to the economy. Thus this criterion would 
not give satisfactory results. The second criterion of A B/ A C— 1 is 
meant to determine the size of a project that has already been selected 
and is not for selecting a project. The adoption of the B—C criterion 
would always favour a large project, and make small and medium size 
projects less beneficial. Thus this criterion can only help in determining 
the scale of the project on the basis of the maximisation of the difference 
between B and C. But the best and the most reliable criterion for 
project evaluation is B/C. In this criterion, the benefit-cost ratio is the 
measure for the evaluation of a project. If B/C— 1, the project is 
marginal. It is just covering its costs. If B/0 1, the benefits are more 
than costs and it is beneficial to undertake the project. If B/C< 1, the 
benefits are less than costs and the project cannot be undertaken. The 
higher the benefit-cost ratio, the higher will be the priority attached to a 
project. Since capital and other investible resources are scarce in 
underdeveloped countries, it can maximise output by using them on a 
project so that its benefit-cost ratio is higher than that of the next 
alternative project. 

The above formula does not take into account the ‘time- horizon’ of 
the project. As a matter of fact, future benefits and costs cannot be 
treated at par with present benefits and costs. Therefore, the appraisal 
rules for project evaluation require discounting of future benefits and 
costs because society prefers the present to the future. For this purpose, 
economists have devised a number of ‘decision rules’ or criteria. But we 
shall confine ourselves to the present value criterion and the internal 
rate of return criterion. 

The Net Present Value Criterion. It is an important criterion used for 
project evaluation. Net Present Value (NPV) is equal to the present 
value of benefits minus the present value of operating and maintenance 
costs minus initial outlay. This criterion is also expressed as the net 
present value of benefits criterion so that Net Present Value of 
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Benefits = Gross Present Value of Benefits -Gross Present Value of 
Costs. A project is socially profitable if the NPVB>0. If there are a 
number of mutually exclusive projects, the project with the highest net 
present value of benefits will be chosen. 

But the explanation of the NPV criterion in terms of benefits and 
costs is not a correct method for project evaluation because it neglects 
the time horizon. Capital investments give benefits after a lapse of some 
time. Therefore, future benefits and costs cannot be equated with 
present benefits and costs. Since society gives preference to the present 
over the future, it becomes essential to discount future benefits and 
costs of projects The discount factor is expressed as 



(l+i)' 

where i is the social discount rate and f is the time period 
Thus 
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C, , Ci. . . C„ are series of gross present costs m years 1,2 . .n; i is 


social rate of discount for annual compounding. 

In making a choice among projects either of the two rules may be 
followed. 

1. Only those projects should be selected in which the present value of 
benefits exceeds the present value of costs. Where s>mbohcally 
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2. All projects where the ratio of the present value of benefits to the 
present value of costs is greater than one. Expressed symbolically 
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rhe NPV criterion is considered as the most appropriate rule for project 
valuation. 

The Internal Rate of Return Criterion. This criterion refers to the 
percentage rate of return implicit in the flows of benefits and costs of 
projects. Marglin defines the internal rate of return (IRR) as the 
discount rate at which the present value of return minus costs, is zero . 7 
I’hc formula for the calculation of IRR is 

fl|~Ci Bz—Qi . £ti ~ £n „ a 

( 1 +r) (IT- r ) 2 ( 1 -f- r)" 

where r is the internal rate of return, fn the case of mutually exclusive 
projects that project should be selected which has the highest rate of 
return. 

But this criterion has certain limitations. First, once a rate of return is 
assuined for the calculation of the profitability of a project, it is not 
possible to change it. Second, it is difficult to calculate the rate of return 
on a long-gestation project which does not yield benefits for a number of 
years. Third, if projects are mutually exclusive, this criterion favours 
that project which has a lower capital cost than others. Thus it cannot be 
applied to highly capital-intensive projects. Fourth, the use of IRR for 
public investment does not lead to correct decisions because the 
definition of IRR implies that intermediate receipts and outlays are also 
discounted at the internal rate. But it is not possible to discount 
intermediate benefits and costs of public investment at the internal rate 
of return. Fifth, there are often such projects on which the entire 
investment outlay cannot be made in the first period. It becomes 
difficult to calculate IRR in all such cases. Sixth, the IRR criterion is 
suitable for such investment projects which are wholly independent of 
others. The different projects can then be ranked according to their 
internal rates of return and the project with the highest IRR is chosen 
first and the other projects with lower IRR are selected according to 
their ranks. But the fact is that public investments are not independent 
of each other. Often they are alternatives. Therefore, it is difficult to 
make a choice between two alternative investme/its on the basis of their 
alternative internal rates of returq. Seventh, Layard points out the 
problem of capital rationing where projects cannot be selected on the 
basis of ranking in order of rate of return. Such projects can only be 
selected on the basis of their net present value. H 

In fact, IRR depends on the social rate of discount. If the net present 
values of two alternative projects are given, the choice of the project 

7 S.A Marglin, Public Investment Criteria, 1967. 

"Richard Layard, Cost-Benefit Analysis, 1972. 
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will depend on the discount rate. This is illustrated tn Figure 54.1 where 
the rate of discount is measured along the horizontal axis and NPV on 
the vertical axis. The curve AA' depicts investment of project A and the 
curve BB' of the project J3. The 1RR of project B is higher than that of 
project A because the discount rate Or is higher than Of. At Or 2 , the 
IRR of both the projects is equal But if the discount rate falls below 
0/2, project A will be chosen because its NPV ts higher by ba . Making a 
choice between two projects on the basis of changes in the discount rate 
is called switching and reswitching. 



Relation between NPV and IRR. The relation between NPV and IRR 
is depicted in Figure 54.2. As NPV falls, the discount rate increases and 
a situation arises when NPV becomes negative The rate at which NPV 
changes from positive to negative is the IRR. That project will be 
selected whose IRR is higher than ns discount rale So the nght 
criterion for the choice of a project is r>i. This is illustrated in Figure 
54.2 where IRR is taken as 10 per cent and the discount rate as 5 per 
cent in the case of project A. This project will be selected for 
development so long as its NPV>0 and r (10%)>i (5%) If two 
projects are complex, these two criteria can give different results But 
for the majority of projects, they are interchangeable Howes cr, 
difficulties arise when two or more projects have to be compared and 
their lengths of life and capital investments differ. Of the two criteria, 
NPV is more commonly used for project evaluation in private and 
public sectors. But the NPV criterion is technically superior, since the 
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IRR can give an incorrect result in special circumstances. 

The Social Rate of Discount. Whether the planners use the NPV or 
IRR criterion, a rate of discount is needed for discounting all costs and 
benefits. There is considerable controversy over the choice of such a 
rate. The controversy arises because the discount rate is required to 
solve two problems: first, proper allocation of resources between the 
public and private sectors; and second, the allocation of resources 
between the provision of present and future goods and services. The, 
rate used to solve the second problem is called the social discount rate or 
social time preference rate. 

The social discount rate is the premium which the society puts for 
preferring the present consumption to future consumption. This is 
explained in terms of Figure 54.3 where the present consumption Q is 

taken on the horizontal axis and the future 
consumption C> on the vertical axis. CjQ is 
the transformation frontier or the invest- 
ment possibility curve. It consists of a series 
of projects arranged from right to left in 
order of their rate of return — the cost is 
the sacrifice of present consumption and the 
return is the gain of consumption in the 
future. The society will choose from the 
various investment possibilities so as to 
reach its highest social indifference curve SI. 
The society reaches an optimal position with 
regard to its sacrifice of present consumption and invests it for gain in 
the future consumption when its transformation curve QQ equals its 
•social indifference curve SI at point E. It is to be noted that the slope of 
he transformation curve represents the rate of return on investment 
and the social indifference curve represents the rate of time preference. 
So the social discount rate is determined with tne equality of the rate of 
return on investment and the rate of time preference at point E. 

The social rate of discount is a constant rate over time. The choice of 
a discount rate affects the projects to be undertaken. “A discount rate of 
5 per cent might well lead to twice as much investment as one of 10 per 
cent, together with equivalent reduction in consumption.” 10 If the 
discount rate is high, short-period projects with higher net benefits are 
preferred. On the contrary, when the discount rate is low, long-period 
projects with lower net benefits are selected. 



FIG. 54.3 


I.M.D. Little, Project Analysis in Relation to Planning in a Mixed Economy’, in 
Development Problems, 1967. 
l0 Richard Layard, op. cit. 
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The problem is: How a social discount rate is chosen? This rate 
cannot be the market rate of interest in a mixed economy because of 
uncertainties and imperfections of capital markets. There are varieties 
of securities with corresponding multiplicity of interest rates. Therefore, 
the social discount rate should equal the government's borrowing rate 
on long-term securities because these securities are essentially riskless. 
That is why the majority of economists measure the social rate of 
discount at this rate. But critics argue against selecting the long-term 
rate on government securities as the social discount rate According to 
them, there are numerous borrowing rates on government securities 
relating to different time penods The problem is which rate to choose 
as the social discount rate Again, government borrowing rates arc 
influenced by such factors as the monetary policy which is not relevant 
for the choice of a social discount rate Lastly, the choice of such a social 
discount rate would lead to the very awkward problem that different 
rates of interest would be used in the public and private sectors. There is 
then likely to be considerable inefficiency in the allocation of funds 
inside the investment sector — in the sense that if the government is, say, 
responsible for electricity and the private sector for oil, inferior projects 
of the former kind will supplant superior projects of the brier kind 11 
Economists, therefore, reject the use of market rates to reflect the social 
discount rate. 

Pigou, 12 followed by Dobb, 13 regards the use of social time 
preference rate as “pure myopia." He alleges that people are victims of 
“defective telescopic faculty” that is why they prefer present consump- 
tion to future consumption. They have nsk-of-dcath time preference 
Pigou and Dobb reject this view on the ground that society is a 
'continuous entity and it has a collective responsibility for future 
generations. So they favour a zero social time preference rate because 
the present and future should have equal weights in the estimation of 
the society. 

. But economists do not accept Pigou-Dobb view. According to 
Marglin 14 this view is an "authoritarian rejection of individual pre- 
ferences.” Sen 15 and Eckstein 16 point out that a rational fear of death 
is sufficient for people to have a positive social time preference rate 

“A R Pres! and R Turvey. "Cost-Benefit Analysis A Survey ~ E J Vol 7S, 1965 
,J A C Pigou, The Economics ot Welfare, 4>'e, 1932 
°M. Dobb. An Essay on Economic Growth ami Hanning. I960 
l4 S A Marghn “The Social Rale of Discouni and the Optimal Rale of Investment * 
OJE. Vol. 77. 1963 

,J A K Sen, "Optimising the Rate of Saving.” E J Vol. 7J. 1961 
,6 0 EcWucm, “A Survey of the Theory of Public Expenditure,” in J v‘~«achanan 
(cd ). Public Fmapce. 1961 ' * 
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Hirschleifer 17 and others use the concept of social opportunity cost to 
measure the social discount rate. “The' social opportunity cost is a 
measure of the value to society of the next best alternative use to which 
funds employed in the public project might otherwise have been put.” 
The next best alternative use of funds is investment in the private sector, 
[f they earn a rate of 6 per cent, the public investment must also earn a 
rate of 6 per cent or more. Thus the social discount rate is 6 per cent. 
Any other rate than this would lead to malallocation of resources. If a 
public project earns 4 per cent, it should not be undertaken. 

The social opportunity cost method of calculating the social discount 
rate is not free from certain limitations. To depend on the estimates of 
the private sector is misleading because different industries adopt 
different methods for estimating their rates of return. Thus it is difficult 
to find a rate of return which may measure the social opportunity cost of 
funds. According to Feldstein, the social opportunity cost depends on 
the sources of particular funds, it must also reflect the social time 
preference function. He, therefore, suggests a method of combining the 
two. The procedure is to allow for the social'opportunity cost of funds 
directly by placing a shadow price on the funds used in the project and 
to make all intertemporal comparisons with a social time performance 
rate. 18 Mishan, on the other hand, has suggested that if the government 
has the power to invest in the private sector, than the social opportunity 
cost rate can be used as a social discount rate. 19 

Marglin 20 and other economists have argued for a synthetic discount 
rate. They move on this presumption that the social time preference rate 
is less than the social opportunity cost rate. Therefore, there will be 
underinvestment in the economy which requires a synthetic discount 
rate for public investment. The synthetic discount rate is some weighted 
average of the social time preference rate and the social opportunity 
cost rate. 

Baumol 21 does not agree with Marglin that there should be a synthesis 
of the two rates. He regards the choice of rates as indeterminate because 
of the existence of risk and institutional barriers which will prevent the 
two rates to be in equilibrium. On the other hand, Pearce suggests that 
the correct answer to the choice of a social discount rate does not lie in 
the selection of a single rate, but in the use of both the social time 
preference and the social opportunity cost rates according to (a) the 

I7 J. Hirschleifer ef al. Water Supply, 1960. 

i 8 M.S. Feldstein, “The Social Time Preference Discount Rate in Cost-Benefit 
Analysis,” E.J. Vol. 74, 1964. 

19 E.J. Mishan, “Criteria for Public Investment,” J.P.E. Vol. 75, 1967. 

^S.A. Marglin, op. cit. 

21 W. Baumol, “On the Social Rate of Discount,” A.E.R. Dec. 1968. 
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type of benefits yielded* and (bj the type of forgone expenditure. In 
Figure 54.3, the social time preference rate is in equilibrium with the 
social opportunity cost rate at point E. Pearce concludes that it will not 
matter which rate is chosen. If equilibrium conditions prevail, the 
necessity for the estimation of a synthetic discount rate disappears, 22 

(a) Evaluation on the Basis of Benefits. A project is evaluated on the 
basis of the benefits accruing from it. Benefits refer to the addition to 
the flow of national output accruing from a project. A project is 
beneficial to the extent it tends to increase the income of the people* 
increase in income being measured by the actual increase in production 
and consumption. Benefits may be real or nominal and direct or 
indirect. 

Real Benefits. In cost-benefit analysis we are concerned with the real 
benefits rather than with the nominal benefits flowing from a project. A 
river valley project may increase irrigational facilities to the cultivators, 
but if at the same time the state levies heavy betterment levy on them, 
the benefit is nominal. For, whatever benefit accrues from the project it 
goes to the treasury. But if the same project, besides increasing 
irrigational facilities, raises the productivity of land per acre and leads to 
a number of other external economies whereby the le\d of real aioar 
of the farmers rises, then it is said to lead to real tvsvr-N 

Direct and Indirect Benefits. Direct benefits are 
are immediately and directly obtainable from a " V 

values of the immediate products and services tsx* w' 

incurred. A number of direct and immediate * " 

multipurpose river valley project such as ^ ^ 

navigation facilities, the development sT 

multipurpose project may also lead w , „ 

side-effects. Indirect or secondary bench* ^ ^ ^ . v 

direct benefits as a result of the acmi** ^ . v^. 
the project. For instance f he construct 1 *™ * ‘ ^ v 


laid. A new town. Nan gal. h** ‘ tV ^ * 
started there which is the hjriM&^ ^ 
Nangal Dam has been deic*¥ K ^J™ v 
ing income. Besides, " 

evaluation should talc v - s' 

investment, on the giv*o. rsi ' 
and managerial tale-s*^ - v 

. '' 

-n w. Pence. ^ - 
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side-effects which are more or less incidental to the direct benefits. 

Tangible and Intangible Benefits. A project may also lead to tangible 
-or intangible benefits. Tangible benefits are those which can be 
computed and measured in terms of money while intangible benefits 
cannot be measured in monetary terms. For example, benefits flowing 
from the Bhakra-Nangal Project are tangible and can be computed. 
Intangible benefits enter into individual valuations, for which there is 
neither a market nor a price. They may be positive or negative. The 
former are the scenic beauty and recreational value of the Bhakra Dam 
while the latter refer to the uprooting of the people as a result of the 
Dam. 

( b ) Evaluation on the Basis of Costs. Just as there are various forms of 
benefits, so there are various types of costs ’ 

Project Costs. They are the value of the resources used in 
constructing, maintaining and operating the project. They relate to the 
cost of labour, capital, intermediate goods, natural resources, foreign 
exchange, etc., including allowances for induced adverse effects . 24 

Associated Costs. They are the value of goods and services needed 
beyond those included in the cost of a project to make the immediate 
products or services of the project available for use or sale. For 
example, the farmer’s cost of producing the irrigated crop, other than 
any charge for water, would be his associated costs of producing that 
crop. 

Real and Nominal Costs. Costs may be real or nominal. If a Block 
Samiti borrows from the people of the area for digging a canal, it is a 
case of nominal costs. For no real sacrifice is involved on the part of the 
people, money having been transferred to the Block Samiti from the 
people. But if the people of the block are asked to dig the canal 
themselves, it would be real cost for them. 

Primary or Direct Costs. In cost-benefit analysis, we are concerned 
more with primary or direct costs. These are costs properly incurred for 
the construction, maintenance and execution of a project. And to make 
immediate products of the project available for use or sale. 

Indirect or Secondary Costs. They are the value of goods and services 
incurred to provide indirect benefits of a project, viz., houses, school, 
hospital, etc., for the people working at the project site. They also 
include the costs of processing the immediate products of the project. 

(c) Importance of Data for Evaluation. In project evaluation 
detailed data extending over a long period are required which may be 
divided into “an investment or gestation period” and “an operation or 

"For use of shadow prices in project evaluation, see 'Partial Equilibrium Method’ in the 
chapter on ‘Shadow Prices’. 
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production period.” The project is completed in the first period and is 
used in (he second period when production starts. The data describe the 
number of workers and other personnel involved, the amount of raw 
materials required and the quantity of the products expected to be 
produced, etc. These data are compared with similar projects elsewhere 
in terms of their costs and benefits. The data are also used to calculate 
the contribution of the project to national output, to the employment of 
labour, and to the health of the workers. 

Conclusion. Thus in evaluating a project, we are to compute and 
compare us total direct benefits and the total direct costs. If it is found 
that the benefits are expected to be mote than the costs, it will be 
beneficial to undertake the project, otherwise not. In order to arrive at 
the aggregate direct costs and benefits, first, data are collected and 
calculated on (he physical quantities of goods and services produced; 
then secondly, on the physical quantities of goods and services 
consumed, thirdly, the money value of these goods and services is 
computed on the basis of price indices in different markets giving 
weights to inflationary and deflationary situations Lastly, in calculating 
annual costs, due regard is to be taken of the durability of capital assets 
and their depreciation. Annual costs arc calculated by dividing the total 
costs by the expected life of capital assets Similarly, annual benefits aio 
calculated by computing the money value of direct benefits flowing Imm 
the projects and deducting from it associated costs of the project 

Limitations of Cost-Benefit Analysis 

However, limitations arise in cost-benefit analysis of measuring the 
present and future benefits from a project and costs meui ted \i\ 
obtaining these benefits. 

1. Difficulties in Cost-Assessment. Cost assessment of project is 
however comparatively easy than benefit assessment Cost estimates ate 
made on the basis of the choice of techniques, locations ;u\d prices of 
factor services used. But market prices, particularly those of factors of 
production, from an imperfect guide to resource allocation in underde- 
veloped economies, because there exist fundamental disequihbria which 
arc reflected in the existence of massive underemployment at present 
level of wages; the deficiency of funds at prevailing interest rates and the 
shortage of foreign exchange at current rates of exchange. M* 
equilibrium level of wage rates u ill be considerably lower than 
wages, while equilibrium interest rates will probably be iiiiufi l'* ■ 
than market rates. To remove these difficulties, the use of 
“accounting" pnees has been suggested by J. Tinlx'^ "* 

Chenery and K.S. Kretchmer. 25 These “shadow price* " 

23 See ihe previous chapter for a cfcuded study. 
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values of factors of production. Like shadow prices, the concept of 
“shadow costs” has also been introduced to calculate the real costs of a 
particular project to society. Nowadays economists use shadow prices 
and costs in evaluating projects and determining which are worth 
undertaking and which are not. 

2. Difficulties in Benefit Assessment. The assessment of benefits is, 
however, still more difficult due to the presence of the element of 
uncertainty in a new project as to the correct estimation of future price, 
demand and supply of its product. Another difficulty of measuring the 
benefit is the assessment of external economies. If the presence of 
external economies leads to the selling of the product at marginal costs 
rather than at average costs, a deficit will accrue. Efforts to cover this 
deficit through a levy on the consumer or the government budget make 
the assessment of benefits more vague. Thus according to Professor 
Lewis, “To calculate the true net social benefit of an investment calls for 
skepticism as well as skill. The figures submitted to governments almost 
always involve exaggerated optimism and double counting. If one uses 
low shadow wage in valuing labour, when calculating costs, one must 
not also, when calculating benefits, give extra credit to the project 
because it will relieve unemployment. Shadow pricing may be applied to 
costs or to benefits, the same item should not appear in both. Again 
annual values and capital values should not be added together.” 26 But it 
is difficult to predict changes in shadow prices arising from the benefits 
of a project. The application of shadow prices might favour quick- 
yielding, labour-intensive, capital and import-light projects thereby 
undermining the establishment of long-term development projects. 

3. Arbitrary Discount Rate. The assumed social rate of discount for 
any project is likely to be arbitrary. If an arbitrarily large discount rate is 
applied to calculate the net present value of benefits, it is not possible to 
effectively calculate the long-run results of a project. This equally 
applies to the internal rate of return of a project. 

4. Neglects Joint Benefits and Costs. The above analysis of cost- 
benefit ignores the problems of joint benefits and joint costs arising 
from a project. We have seen above that a number of direct and indirect 
benefits flow from a river valley project. It - is difficult to evaluate and 
calculate such benefits separately. Similarly, they involve joint costs 
which cannot be separated and hence calculated benefit-wise. 

5. Ignores Opportunity Costs. The cost-benefit analysis also ignores 
the problem of opportunity cost. Griffin and Enos have found a way out 
when they state that if all prices reflected opportunity costs, all projects 
for which B/C< 1 would be chosen. 


^Development Planning, p. 258. 
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6. Adjustment for Risk and Uncertain!). The problem of adjustment 
for ttsk and uncertainty involved in the project also arises, litis is done 
in three ways: at the time of calculating the length of proj'ect life, the 
discount rate, and by making due allowance in benefits and costs, it is 
better to use the Government borrowing rate. The Research Program- 
me Committee of the Indian Planning Commission suggests 5 per cent 
as the productivity rate and 10 per cent as capital scarcity rate. 

7. The Problem of Externalities. The side effects of a project are 
difficult to calculate in this analysis. There may be technological and 
pecuniary spill overs (or externalities) of a river valley project, such as 
the effects of flood control measures or a storage dam on the 
productivity of land at other places in the vicinity. It is difficult to 
calculate such external effects of a project. 

Use of Cost-Benefit in Developing Countries 
The cost-benefit analysis was developed in the United States for the 
appraisal of investments in irrigation and transportation projects In 
LDCs, projects are often selected on an ad hoc basis and sufficient 
attention is not given to their evaluation m terms of costs and benefits 
Since all public projects arc related to the objectives of grow th. they aim 
at maximising social welfare. Stephen Marglin 27 points toward three 
merits of cost-benefit analysis for such countries 
First, it helps in reducing differences m the marginal effectiveness of 
alternative measures for accomplishing such objectives as between 
irrigation and other means of raising agricultural production Second, it 
helps in assessing the costs of fulfilling one objective in terms of benefits 
sacrificed with respect to others. Third, it has a political advantage in 
that, “it would be difficult for any particular group to distort project 
plans to serve its own interests if its consent, along with the consent of 
other relevant sections of the community, were obtained at the time of 
setting the criteria in advance of planning specific projects.” 27 

Another merit of the use of cost-benefit analysis is that it permits 
decentralised decision-making. Even if the public sector is small, no 
single authority can hope to handle the vast mass of technical 
information needed to decide on a number of specific projects. In order 
to calculate costs and benefits of each project, a separate authority** 
needed for each. This, therefore, necessitates decentralisation 
decision making. K 

Again, the cost-benefit analysis is “a practical way of asses»r£^ 
desirability of projects, where it is important to take a long 


r S A. Marglin. op. at 
^Richard Lajard. op t 
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sense of looking at repercussions in the future, as well as the nearer 
future) and a wide view (in the sense of allowing for side effects of many 
kinds on many persons, industries, regions, etc.).”" J As such, it is a 
highly useful tool for project evaluation in developing countries. . 

Despite these merits, the use of cost-benefit analysis is best with a 
number of difficulties in LDCs. They are discussed below; 

(a) Based on Conditions of Developed Countries. This technique is 
based on the basic assumption that investment is made in a framework 
of economic stability and steady growth in a predominantly, capitalist 
competitive economy where prices are constant, wages are flexible, and 
factors are perfectly mobile and fully employed. Thus the need for state 
action is assumed away in it. Under the assumptions, direct benefits of 
the project valued at market prices reflect its social benefits'. But these 
assumptions make the application of cost-benefit analysis as a method of 
project evaluation unrealistic to underdeveloped countries. In such 
economies the assumptions of constancy of prices, the existence of full 
employment, perfect mobility of factors and flexibility of wages are 
unwarranted. Rather the aim of public investment is to start those 
development projects which aim at reducing unemployment, and 
underemployment, and increasing factor mobility so that structural 
disequilibrium in the economy is set right. Though efforts have been 
made to modify this analysis by including indirect benefits accruing from 
a project and imputing benefits and costs in terms of shadow prices, yet 
there is arbitrariness in choosing between the various indirect benefits. 
Eckstein and Mckean, therefore, favour the use of macroeconomic 
planning methods instead of the cost-benefit technique for the evalua- 
tion of projects. But these methods cannot be applied to under- 
developed countries due to the lack of statistical data. 

(b) Difficulty of Obtaining Data. In underdeveloped countries the 
task of obtaining data are one of the biggest hurdles. It is, therefore, not 
possible to distinguish the benefits accruing to the people with and 
without the project. The element of uncertainty and the difficulties of 
assessing externalities as noticed above, also stand in the way of correct 
assessment of benefits from a project. In certain cases both tangible and 
intangible benefits are difficult to assess. To what extent the supply of 
drinking water will benefit the residents of a town from a drinking water 
project or the building of an embankment to control floods cannot be 
measured accurately. 

(c) Difficulties in Cost Assessment. Assessing the cost of a project is 
by no means easy either. Preliminary estimates of costs are prepared but 
they are either overestimated or underestimated. Rise in prices, shortage 

m A.R. Prest and R.Turvey, op. cit. ‘ 
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of raw materials and foreign exchange difficulties often stand in the way 
of accurate cost assessment. In the case of certain projects where 
Sbramdan (voluntary labour) is made use of, the measurement of labour 
cost becomes still more difficult. In India, so many projects have been 
started hastily that it is not possible to assess their viability. According 
to professor Lewis, "Assessing the cost and benefit of new industrial 
enterprises is highly specialised work which is best left to experienced 
consultants. Without such specialised knowledge project analysis is 
bound to be wrong.” Underdeveloped countries should develop such 
specialised agencies for evaluating all types of projects 

Use of Cost-Benefit Analjsis in India 

The first systematic attempt in India was made by D R. Gadgil by 
conducting a survey of the Godavari and Pravara canal systems in 
Maharashtra. This was followed by a study of the benefits and costs of 
theHirakund Dam Project on the Mahanadi by Sovani and Ndkanth Rath 
( Economics of Multipurpose Riser Dam 1960) In 1958, thcaPlanning 
Commission Research Programmes Committee headed by P-R Gadgil 
initiated the study of the benefit-cost ratios of six irrigation projects: (/) 
The Sarda Canal in UP; (/i) The Tnbani Canal in Bihar, (wi) The 
Damodar Canal in West Bengal, (rv)The Gang Canal in Rajasthan; (v) 
The Cauvery Methur Project in Tamil Nadu, and (si) The Nizam Sagar 
Project in Andhra Pradesh. Similar surveys had been conducted by 
Baljit Singh 30 for the Sarda Canal Project in UP, by K.N. Raj 31 for the 
Bhakra Nangal Project in Punjab, by A.S Charan 32 of the West Banas 
Project in Rajasthan and by Ram Narain of the Jui Lift Irrigation 
Project in Haryana. 33 

But there is no uniformity in the application of cost-benefit 
techniques in these studies. These studies have been made either on the 
basis of the ‘before and after' technique or the ‘with and without’ 
technique. The before and after technique takes into account the 
benefits 3nd costs before the introduction of the projects and compares 
the same with the benefits and costs that have resulted after the 
introduction of the project. The with and without technique makes a 
comparative study of the same area being benefited with irrigation 
facilities and without such facilities 


x> BaI]it Singh, S Mishra, Benefit-Cost Analysis of the Sards Canal, 1965 
J, K.N. Raj, Some Aspects of the Bhakra Nangal Project, 1964 
32 A S. Charan. Direct Primary Benefits and Costs of Irrigation Project Empirical 
Study of the West Banas Project to Rajasthan. Ph D Thesis (Unpubluhcd) 

"Ram Narain. Economics of Lift Irrigation Projects m Haryana — A Case Study of the 
Jui Lift Irrigation Project, ph D. Thesis (Unpublished}. 1977 
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Some Suggestions 

To overcome the limitations of cost-benefit analysis, certain sugges- 
tions are made for a better appraisal of projects. It is contended that 
projects should be appraised in combination rather than individually, 
even though they happen to be of a different nature. The benefits 
should be measured both in their positive and negative aspects. Scarce 
factors used should be counted as negative benefits while positive 
benefits induced by investment in the project should make an addition 
to the national product. Both direct and indirect benefits should be 
included. In case market prices do not reflect equilibrium prices, 
shadow prices should be used for evaluating the effect of the project on 
the national economy. In underdeveloped countries the market wage 
for unskilled labour is often higher than the opportunity cost of labour. 
On the other hand, the intrinsic values of capital and foreign exchange 
are higher than the corresponding market prices. An accounting wage 
lower than the market wage and an accounting interest and an 
accounting foreign exchange rate higher than the market prices should 
be tisedft^he costs should include the value of scarce factors used in the 
project at accounting prices. The influence of an investment project oh 
the national product should not be measured only in one year but also in 
time, along with its influence on employment, balance of payments, 
regional income distribution, etc. Weights should be given to each of 
these elements in order to mention the following factors for inclusion 
into the evaluation procedure. 

1. Variation in Output Over Time. This factor is of special import- 
ance in the case of those projects which have a long fruition lag such as 
river valley projects. Since such projects take a long time to fructify a 
discounting of future costs and prices is necessary for purposes of 
evaluation. 

2. Variation in the Range of Commodities Produced. Different 
techniques of production produce different qualities of product. Small 
scale production techniques are generally more flexible than production 
techniques under large scale. This factor makes project evaluation 
somewhat difficult. 

3. Scale and Location Effects. In order to select the optimum scale of 
production for a particular project an estimate of the increase in 
demand over time is to be made. Further, there are likely to be certain 
diseconomies arising from over concentration of a project in a few 
centres, increase in transport costs and difficulties of operating large 
scale plants. Only some of these effects can be evaluated quantitatively. 


W H.C. Bas, op. cit. 

m UN, ECAFE, Formulating Industrial Development Programmes , 1961. 
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4. Non-market Effects of Production Differ from Project to Project. 
The use of an advanced technology may be held in training labour and 
management for industrialization in the long run although this fact is not 
reflected in the calculation of accounting prices Other social benefits 
and costs which, for example, help to reduce undesirable waste, must 
also be taken into account. 



Chapter 55 

CONTROLS UNDER PLANNING 


NEED FOR CONTROLS 

Controls are an integral part of a planned economy. But the nature, 
extent and measure of controls depend upon the type of planning in the 
country. A centrally planned economy has full control over all economic 
activities, i.e., production, consumption, exchange, and distribution, 
internal and external trade, saving, investment, etc. On the other hand, 
a mixed economy has partial controls with the main purpose of 
allocating scarce resources in a proper way. Underdeveloped countries 
are mostly mixed economies where public and private sectors co-exist. 
Planning involves the control and regulation of the private sector for the 
fulfilment of the objectives of the plan. Left to market forces planning 
becomes a farce. For in such economies, scarcities and bottlenecks 
arising from structural changes retard economic development in the 
absence of controls. To allocate scarce resources among competing 
ends, the Planning Authority controls the production of goods by 
deciding what to produce, how to produce and how much to produce. 
This is tantamount to controlling investment for the purpose of utilizing 
it in right directions. In underdeveloped countries the Planning 
Authority controls the use of incomes also for the purpose of 
augmenting savings. This is done by controlling consumption of 
non-essential goods and even by forcing people to save more. The 
distribution of essential commodities is also controlled and regulated. 
Since there are adverse balance of payments and acute shortage^of 
foreign exchange, import, export and exchange controls are introduced. 
Besides, the State controls particular sectors of the economy by taking 
them over as public enterprises if a high priority has been accorded to 
them in the plans. They are generally transport, power, basic and heavy 
industries, basic raw materials, etc. 

Type of Controls 

Controls may be direct or indirect. Direct controls, better known as 
physical controls, effect particular producers’ and consumers’ choices in 


'Based on an extension lecture delivered to Post-Graduate Economics Faculty of 
Government College., Hoshiarpur in January 1972. 
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the economy. Such controls are in the form of licensing, rationing, price 
controls, export 'duties, import-export and exchange controls, quotas, 
authorisation, rationing of foreign exchange, anti-hoarding control, 
monopoly control etc Indirect controls, on the other hand, are known 
as genera! controls which affect prices and hence the incomes and 
transactions within the economy In fact, they affect the overall 
aggregate demand of the economy and include fiscal and monetary 
measures. Thus general controls refer to the taxation, expenditure and 
borrowing measures of the State and to the monetary policy of the central 
bank in the form of variations in the bank rate, open market ope rations and 
reserve requirements, selective credit controls, etc We discuss below the 
nature and problems of physical controls in the light of Indian conditions, 
general controls in the form of fiscal and monetary measures having 
already been discussed in two earlier chapters. 

Aims of Physical Controls 

The aim of physical controls is to ensure proper allocation of scarce 
resources for the purpose of price stabilisation An underdeveloped 
economy is a scarce economy where food, raw materials, consumer 
goods, capital equipment, basic facilities, foreign exchange, etc are all 
in short supply. When it launches a development plan, the aggregate 
demand for the various resources increases and leads to a rise in the 
price level. The rise in prices becomes inflationary when bottlenecks 
and shortages increase as incomes and investment nse more with 
development. In such a situation, fiscal and monetary measures alone 
are ineffective in controlling aggregate demand and prices. Thus the 
need arises for adopting physical controls which tend to affect the 
strategic points of the economy. Unlike general controls which affect 
the entire economy, physical controls are discriminatory in nature They 
are, therefore, more effective in overcoming bottlenecks and shortages 
arising in the course of development planning 

1. Control Over Consumption. Consumption may be regulated 
and controlled in two ways: (i) by limiting the production of consumer 
goods directly through allocation of raw materials, labour and output 
quotas; and (if) by limiting the physical demand for goods through price 
control and rationing. 

Price control and rationing are the legacy of the Second World War 
when they were resorted to for directing the supplies of essential 
consumer goods for war purposes. Price controls arc less drastic and 
more comprehensive than rationing and therefore arc more useful in 
distributing the means of production and the supplies of available goods 
equitably among the people of underdeveloped countries But in a 
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ompetitive market for price controls to become successful, rationing is 
ssential. Because prices fixed are at a low level and supplies of 
ommodities at controlled prices are also less than demand. Thus unless 
lere is rationing, price controls lead to queues, unequal distribution 
nd black marketing, and thus defeat the very purpose for which they 
re resorted to. In India where agricultural production may fall below 
ae targets laid down in the plan due to bad monsoons, drought, etc., 
aod control and rationing are a must. Since a major part of our 
conomy is dependent upon agriculture, price controls over essential 
onsumer goods are also necessary. For instance, shortages in output of 
otton. oilseeds, jute and sugarcane are fully reflected in the increased 
irice of textile products, edible oils, jute, and sugar. Except jute 
iroducts, all the other products are essential goods. In India,- the 
oodgrain prices are controlled at three levels — producer, wholesaler 
nd retailer. There is statutory rationing in big cities like Bombay, 
'alcutta, Madras and Delhi; at other towns in the country foodgrains 
ind sugar are distributed in fixed quantities and at controlled prices 
hrough fair price shops. Prices and supplies of other essential 
ommodities are controlled and regulated through consumers’ coopera- 
ives, super bazars, etc. Such commodities are cloth, soaps, vegetable, 
'hee, kerosene oil, baby foods, tyres, tubes, etc. 

2. Controls Over Investments. In an underdeveloped country, there 
tre shortages of investible funds of right types for investment. Industrial 
aw materials, food, skilled personnel and foreign exchange are all 
icarce. Physical controls help in rational allocation and utilisation of 
hese strategic resources. The usual methods of control over investment 
ire fixation of quotas, issue of licences and authorisation on the basis of 
priorities. Some direct control of investment is inevitable in such 
:conomies due to market imperfections. If private investment is 
lirected toward residential buildings, building permits can be issued. 
Similarly to keep factories out of residential areas or to prevent 
excessive concentration of factories in certain towns for implementing a 
policy of decentralisation, issuing of building licences on a priority basis 
ire essential. In the case of certain scarce materials produced 
indigenously like cement, their supplies can be regulated by anti- 
hoarding controls or quantitative inventory. In those fields of invest- 
ment where imported machinery, components and raw materials are 
required, physical controls in the form of import quotas, duties and 
rationing of foreign exchange are exercised. Private investible funds 
flowing to joint stock companies may be controlled by restricting capital 
ssues and securities. Thus control over investment by concentrating at 
strategic points can result in a better use of available resources. 

3. Control Over Production. Control over production is closely linked 
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to control over investment. In fact, there is little difference between the 
two For instance, it may be necessary to control investment in those 
industries that tend to displace handicraft workers without affecting the 
material output substantially. Under development planning, production 
of certain essential commodities may be accorded a higher priority than 
non-essential consumer goods. Similarly, higher targets may be bid 
down for the production of basic raw materials and components like 
coal, iron ore, iron and steel, chemicals, small tools, cement, etc They 
necessitate not only control over investment but also over production in 
the form of fixation of quotas, authorisations, and licences, Prices of 
indigenous and imported raw materials and components may be fixed 
and their quantities allocated according to the requirements of the 
planned economy. 

In India control over investment and production go together Large 
scale industry is subject to some specific price and allocation controls 
and to genera) capita) issue and licensing controls. This has become 
necessary for the balanced development of -different sectors of the 
economy. 

In India since independence controlled commodities have been sugar, 
cotton textiles, steel, coal, aluminium, chemicals, cement, paper, paper 
board, etc. During the last few years in pursuance of the policy of 
rationalising controls over prices and distribution of these intermediate 
and manufactured articles, gradual decontrol has been introduced. 

There exists in India a comprehensive system of controls over 
investment and production to fulfil the objectives and targets laid down 
in the Plans with regard to the industrial sector. The Industries 
(Development and Regulation) Act 1951 enables the State to 
implement its policies for the planned development and regulation of 
industries. Under this act. any industrialist who wants to establish a new 
undertaking or to expand substantially an existing concern or to 
manufacture a new product is required to take a licence But it is not 
that all industries are issued licences In the government nomenclature 
there is a banned list which is of course review ed every- year There is 
another category of industries known 3S the ment list where licences arc 
given on merits. But the most important category- is that of kev 
industries which arc essential for the fulfilment of Plan targets and 
where the creation of additional capacity is considered essential 
Priority is given in issuing licences to such industries as also in 
permitting them to raise capital internally or externally to import raw 
materials, equipment, etc. It is not that licensing is a permanent feature 
and that all industries must be licensed. Rather, for increasing the 
capacity of certain priority industries not needing foreign raw matcmls 
and components any more, dcliccnsing 
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employing less than 50 workers and using no power or employing 100 
workers and using power and those having fixed assets not exceeding 
Rs. 25 lakhs are exempted from the provisions of this Act, provided 
they do not come in the categories enumerated above. A licence issued 
to an industrial concern includes besides the name of the concern and 
articles to be manufactured, the annual output of the undertaking, its 
location and the capital issued. _ 

Another feature of physical controls in India is that production in the 
basic and strategic sectors, included in Schedule A of the Industrial 
Policy of 1956 is under the complete control of the State. Such industries 
are arms and ammunitions, atomic energy, heavy plant and machinery, 
heavy electrical plant, mineral oil, aircraft, railway transport, tele- 
phones and telephone cables, etc. 

4. Import Controls. Import controls in the context of an under- 
developed country aim at shifting imports from non-essential consumer 
goods to capital goods, raw materials and components for augmenting 
the rate of industrial growth. Development planning requires that 
imports of certain non-essential and luxury goods are prohibited by 
imposing heavy import duties, while those of essential consumer goods 
like food, industrial raw materials, components and capital goods are 
regulated by import licensing and import quotas. Thus import controls 
in an underdeveloped country have two main features. First, 
prohibition of the import of certain non-essential commodities. Second, 
general or individual licensing which is based on one or more of the 
following criteria: (a) country of origin; (b) degree of essentiality; (c) 
quotas and monetary ceilings for individual imports; (d) special 
commitments or obligations; and (e) international allocations. 

India follows both the prohibitive and licensing policies. The licensing 
policy in India is primarily based on essentiality, special commitments 
and international allocations. Before Devaluation, foreign aid was 
mainly tied to specific projects. But since the middle of 1966-67 the 
emphasis has shifted to non-project form of aid. From time to time 
import controls have been liberalised to meet the input requirements of 
certain priority industries in full and to help maintain the price level 
particularly in respect of mass consumption goods. Further, the scope of 
the Open General Licence (OGL) has also been widened by placing a 
number of essential commodities like leather machinery, garment 
making machinery, a large number of drugs, medicines, chemicals, 
electronic items, iron and steel items, and scientific and technical books 
under OGL. The system of automatic licensing has also been introduced 
whereby licences are issued on the basis of actual consumption of 
imported raw materials without reference to the value of such licences in 
the previous year. But certain items categorised as ‘absolutely non- 
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permissible' are not allowed to be imported in view of their indigenous 
availability Thus the main aim of the import -control policy in India has 
been to achieve faster economic development by providing essential 
imported inputs for enlarging the production base for exports. 

5. Export Controls, Control over the export of various products in 
underdeveloped countries depends upon internal supply conditions, 
variations in the demand for products internally and internationally and 
the need for conserving stocks of essential raw materials. However, the 
principal objectives of exchange controls in such countries are: (a) to 
eam large foreign exchange from exports; (b) to conserve sufficient 
quantities of products for domestic consumption; (c) to enforce 
standards of quality and grading, (d) to fulful commitments under 
international allocations; and (e) 10 fulfil export commitments in 
accordance with trade agreements; and lastly, to increase exports to 
hard currency areas 

Control over exports in India aim at achieving all these objectives Up 
to 1957-58 Indian exports were almost stagnant In that year export 
duties were adjusted downward to earn large foreign exchange 
Arrangements were also made to introduce quality control and grading 
Exports again received a setback in 1965-66 After the devaluation of 
the Rupee in June 1966, export duties were levied on a number of 
traditional export items which faced either inelastic foreign demand or 
lack of elasticity of supply or both The mam purpose behind the levy of 
export duties was to avoid loss of foreign exchange through a fall in the 
foreign prices. However, reductions, rationalisations or abolition of 
export duties are made from time to time in the light of international 
demand conditions and the competitive position of Indian export 
products in the world market. In India, two-thirds of exports arc subject 
to controls. Keeping in view the trend in domestic availability of 
commodities and prices, some items are banned and others arcs 
regulated for exfiort purposes every year. Many of the items arc also 
placed under the OGL 

6. Exchange Control. Exchange control is a method by which efforts 
arc made to influence the balance of payments directly. Under- 
developed countries suffer from balance of payments difficulties. Their 
export earnings are low as they mainly export raw materials and other 
cheap products which are subject to international pnee fluctuations and 
hence variations in demand. On the other hand, they import heavy 
capital equipment, machinery and a number of manufactured articles so 
that they are required to make large payments to foreign counincs. This 
necessitates the imposition of direct controls on payments to other 
countries. In its most comprehensive form, exchange control requires 
exporters to deposit all their foreign exchange with the exchange control 
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authorities in exchange for domestic currency. In a system of exchange 
control foreign exchange is not fully convertible. Importers and other 
persons needing foreign currencies are not given freely. They are 
required to satisfy certain conditions laid down by the authorities to 
obtain foreign exchange for making payments to foreigners. Even 
restrictions are placed on foreign travels and education. Exchange 
controls are used also to discriminate against imports from certain 
countries. It leads to the rationing of a scarce currency to reduce imports 
from that country while people are left free to buy from those countries 
whose currencies are plentiful. Another form of exchange controls is the 
system of multiple exchange rates. The exchange control authorities 
may prescribe two or more exchange rates for different kinds of 
international transactions. Normal exchange rate may be used for 
essential imports and penalty exchange rate for non-essential imports. 

In India the system of exchange control exists in its exhaustive form in 
order to control exports and imports in the context of a developing 
economy. Exchange controls were introduced in India during the 
Second World War to conserve foreign exchange. An Exchange Control 
Department was opened by the Reserve Bank of India in 1939 for this 
purpose. Thus the Reserve Bank of India is the exchange control 
authority in the country. All export earnings are required to be 
deposited with the Reserve Bank of India or its authorised dealers, and 
they are exchanged for the Indian Rupee at a fixed rate. All importers 
are required to seek permission of the authorities for importing 
commodities, then only foreign exchange is released by the Reserve 
Bank. Similarly, any person desirous of going abroad for purposes of 
business, higher education, etc., is released only a limited amount of 
foreign exchange for a specified period of time. 

Limitations of Physical Controls 

Physical controls, as discussed above, are not so successful in 
matching the demand and supplies of commodities and services in a 
country like India. They have their difficulties which prevent them from 
controlling inflationary and balance of payments pressures and in 
allocating goods and services equitably. They, therefore, bring in a 
certain amount of black marketing corruption. 

Control over consumption in the form of price controls and rationing 
is successful in countries where administration is efficient. Controls 
require the fixation of prices of various goods not only at different stages 
of production but also at different places. Controls cannot be rigid. 
They have to be reviewed and relaxed when the supply situation 
improves. Controls also necessitate complete co-ordination between the 
Centre and the States. The failure on the part of the Government of 
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India after Independence to follow such measures due to an inefficient 
administrative machinery led to corruption and black marketing. 
However, in recent years the Government have learnt much from the 
past experiences and have tried to rationalize the system of controls. 
But still certain snags are visible in the policy of price controls. 

In India controls exist in the case of essential consumer goods like 
wheat, rice, vegetable, ghee, sugar, etc. When prices of controlled 
commodities are fixed upward, prices of uncontrolled and related goods 
also rise but more in proportion to the rise in the former. No efforts are 
made, to control the prices of the latter coods like nnl<e< o>t« 


unconirotieo articles. Thus partial controls have been ineffective in 
controlling inflationary pressures in India. They, therefore, need to be 
supplemented by fiscal and monetary measures. 

Certain problems also anse in the case of those commodities which 
are rationed along with controls To avoid black marketing and 
corruption, the quantity of ration allotted shoyld be high enough to 
meet the minimum requirements of a family In India the rationed 
articles of various qualities are sold to consumers m fixed quantities 
according to the number of family members This results m a large 
unsold surplus of the superior quality and a shortage of the inferior 
quality in predominantly labour areas in the case of wheat and rice. 
Whereas the opposite happens in areas resided by the white collar 
classes. The Government’s policy of selling the same commodity in the 
open market, as also through fair price shops at controlled prices, 
creates difficulties when consumers do not draw full ration allotted to 
them. It encourages ration shops to sell surplus quantities in the black 
market at higher prices. Moreover, the supply of essential articles at 
controlled prices and in fixed quantities have tended to increase the 
demand for uncontrolled semi-luxury and luxury goods with the 
increase in the savings of the people. This has resulted in diverting 
resources from essential to non-essential articles of consumption. 

I. In the Field of Production * India has the most comprehensive 
system of physical controls in the form of licences, quotas, authorisa- 
tion, etc. There is such a maze of regulations and elaborate procedures 
that there is inordinate deby in taking decisions on the part of 
government departments. For instance, to start a firm, a licence is 
required which is not an easy affair. The location of the factory, the 
product to be manufactured, and the amount of capital to be raised must 
be got approved from the respective government departments. The 
policy of investment controls has led to corruption and arbitrary 
decision. It has not helped in removing regional imbab"~« 
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concentration and allocating resources equitably. Thus controls have 
tended to retard progress by eliminating healthy competition and 
preventing the operation of the price factor. Moreover, these controls 
have tended to hurt the small businessmen the most because they cannot 
meet the requirements of a rigid system of licensing. The Planning 
Commission admits in this connection that “the existing industrial 
structure had led generally to a high level of costs and that the present 
system does not appear to have prevented concentration. In some cases 
industry has been inappropriately sited and some desirable adjustments 
in regional locations have not taken piace. . . . Sheltered conditions 
created, in part, by the operation of existing controls appear to have 
reduced cost consciousness among entrepreneurs.” . It, therefore, 
proposes a relaxation of existing controls so as to encourage fully 
responsible decision making on the part of entrepreneurs and an 
element of competitiveness in the economy which would keep up cost 
consciousness. 2 Professor W.A. Lewis observes that the system of 
licensing was thought to be an inevitable instrument of planned' 
development for a few years after the Second World War, but this was 
only a passing phase. By the middle of 1950s all the leading social 
democratic parties of the world had come to realize that licensing was an 
inefficient and corrupt way of allocating resources and had dropped it 
from their programmes. Today even in the USSR powerful authorita- 
tive voice, are urging greater reliance on the market and less use of 
administrative directions. He, therefore, opines that, “if licensing is 
inefficient and corrupt in advanced countries, with first class administra- 
tors, it is even more harmful in less developed countries. In most poor 
countries licensing means inordinate delays and inexplicable decisions. 
If licensing cannot be administered promptly and efficiently, the country 
is better off without it.” 3 

2. In the Field of Imports. The policy of import controls through 
import quotas and import licensing also widens the scope for delay, 
corruption and arbitrary decisions. Often priority industries are not able 
to import intermediate inputs in time, due to the delay in sanctioning 
quotas and licences. In certain cases, inadequate quotas are fixed in 
relation to demand. 

3. In the Field of Export. The policy of export controls has been a 
success in achieving its main objectives of earning larger foreign 
exchange and thus minimising the balance of payments deficit. 

4. In the Field of Exchange Controls. Exchange controls are very rigid 
in India. They leave no freedom to private enterprise to buy plant, 

-OOI, Fourth Five-Year Plan, 1969 - 74 . 

^Development Planning, 1966 
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machinery, raw materials from the country of its choice. They can be 
only imported from that country whose currency is available with the 
Reserve Bank of India. The exchange control policy of India has created 
a black market not only of dollar but also of sterling Further it has 
tended to breed corruption. Recent exchange control relaxations have 
been too small to warrant any improvement in the situation. Wc may 
quote Professor Lewis in this connection: “Some countries have had 
exchange control for so long that they have persuaded themselves that it 
is an inevitable accompaniment of economic development This is not 
so; most countries have developed without exchange control; it is father 
a sign of failure to allocate sufficient resources for the maintenance of 
the foreign balance, whether by paying more attention to exports or by 
investing more in import substitution. Countries which make adequate 
plans for exportation and import substitution do not need exchange 
control (apart from restrictions on exporting capital)." 4 

Conclusion. Despite these weaknesses, direct controls have helped ui 
allocating scarce resources to a considerable extent in India. The mam 
problem has been not one of their success but of their extension and 
rigid application to almost every sphere of economic activity. The 
Indian economy is said to suffer from the crisis of controls No doubt, 
controls are essential in a planned economy but in India they have been 
carried so far as to hinder planned progress The success of the policy of 
physical controls for economic development depends upon a judicious 
combination of the various control measures along with monetary and 
fiscal measures. As soon as they fulfil the task of allocating scarce 
resources and removing scarcities physical controls should be relaxed. 


'Ibid. 
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Chapter 56 

INPUT-OUTPUT ANALYSIS 


' ' MEANING ' ' ■ 

Inpufoutput is a novel technique invented by Professor Wassily W. 
Leontief in 1951. It is used to analyse inter-industry relationship in order 
to understand the inter-dependencies and complexities of the economy 
and thus the conditions for maintaining equilibrium between supply and 
demand. It is also known as “inter-industry analysis.” • • 

Before analysing the input-output method, let us understand the 
meaning of the terms, “input” and “output”.. According to Professor 
J.R: Hicks, an input is “something which is bought for the enterprise” 
while an output is “something which is sold by it.” An input is obtained 
but an output is produced. Thus input represents the expenditure of the 
firm, and’ output its receipts. The sum of the money values of inputs is 
the total cost of a firm and the sum of the money values of the output is 
its total revenue. 

The input-output analysis tells us that there are industrial inter- 
relationships and inter-dependencies in the economic system as a whole. 
The inputs of one industry are the outputs of another industry and vice 
versa, so that, ultimately their mutual relationships lead to equilibrium 
between supply and demand in the economy as a whole. Coal is an input 
for steel industry and steel is an input for coal industry, though both are 
the outputs of their respective industries. A major part of economic 
activity consists in producing intermediate goods (inputs) for further use 
in producing final goods (outputs). There are flows of goods in 
“whirlpools and cross currents” between different industries. The 
supply side consists of large inter-industry flows of intermediate 
products and the demand side of the final goods. In essence, the 
input-output analysis implies that in equilibrium, the money value of 
^g^g 3 * 6 output of the whole economy must equal the sum of the 
money values of inter-industry inputs and the sum of the money values 
of inter-industry outputs. 

Main Features. The input-output analysis is the finest variant of 
general equilibrium. As such, it has three main elements: First , the 
jnput-ouput analysis concentrates on an economy which is in equili- 
brium. It is not applicable to partial equilibrium analysis. Secondly, it 
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does not concern itself with the demand anal) sis. It deals exclusively 
y»rtn technical problems of production. Lastly, it is based on empirical 
investigation. 

Assumptions. This analysis is based on the following assumptions: 

f/) The whole economy is divided into two sectors — ■'intcr-jndustry 
sector and “final demand sector." both being capable of sub-sectoral 
division. 

0*0 i The total output of any inter-industry sector is generally capable 
of being used as inputs by other-mtcr-industry sectors, by itself ai}d by 
final demand sectors. 

(in) No two products are produced jointly. Each industry produces 
only one homogeneous product. 

(iv) Prices, consumer demands and factor supplies are given 

(v) There are constant returns to scale 

(vi) There are no external economics and diseconomies of produc- 
tion. 

(\ii) The combinations of inputs are employed in rigidly fixed 
proportions. The inputs remain in constant proportion to the leyel of 
output. It implies that there is no substitution between different 
materials and no technological progress. There are fixed input coeffi- 
cients of production. 

The input-output analysis consists of two parts: the construction of 
the input-output table and the use of input-output model. 

TIIE USE OF I-NPUT-OUTPUT MODEL LN PLANM.SG 
The input-output table relates to the economy as a whole in a particular 
year. It shows the values of the flows of goods and services between 
different productive sectors especially interindustry flows 

For understanding, a three-sector economy is taken in which there are 
two interindustry sectors, agriculture and industry, and one final 
demand sector. 

Table 56.1 provides a simplified picture of such economy. 

In this table, the total output of the industrial, agricultural and 
household sectors is set in rows (to be read horizontally) and has been 
divided into the .agricultural, industrial and final demand sectors. The 
inputs of these sectors are set in columns. The first row' total show-s that 
altogether the agricultural output is vaulcd at Rs 300 crorcs per ) car. Of 
this total, Rs 100 crorcs go directly to final consumption, that is, 
household and government, as shown in the third column of the first 
row. The remaining output from agriculture goes as inputs; 50 to itself 
and 150 to industry. Similarly the second row shows the distribution of 
total output of the industrial sector valued at P' ~* r 
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Table 56.1. Input-Output Table 

(in Value Terms) (Rs crates) 


PURCHASING SECTORS . . . 

s ‘ • * 


l 

2 

- . 3 ■ 

Total Output 


Inputs to 

inputs to 

• Final , 

or , 

Sectors Agriculture 

Industry 

Demand 

Total Revenue 

co 





% 





O 





G 

Agriculture 50 

150 

100 

' . 300 

g 

Industry 100 

250 

150 

. 500 

c>3 

Value added' 150 

100 

0 

' 250 


Total Input 



•' ** 


or 




5] 

C/5 

Total cost 300 

500 

250 

1050 


* Value added refers to payments to the factors of production. . 


Columns 1, 2 and 3 show that 100 units of manufactured goods go as 
inputs to agriculture, 250 to industry itself and 150 for final consumption 
to the household sector. 

Let us take the columns (to be read downwards). The first column 
describes the input or cost structure of agricultural industry. Agricul- 
tural output valued at Rs 300 crores is produced with the use of 
agricultural goods worth Rs 50, manufactured goods worth Rs 100 and 
labour or/and management services valued at Rs 150. To put it 
differently, it costs Rs 300 crores to get a revenue of Rs 300 crores from 
the agricultural sector. Similarly, the second column explains the input 
structure of the industrial sector (i.e., 150+ 250+100=500). Thus “a 
column gives one point on the production function of the corresponding 
industry.” The ‘final demand’ column shows what is available for 
consumption and government expenditure. The third row correspond- 
ing to this column has been shown as zero. This . means that . the 
household sector is simply a spending (consuming) sector that does not 
sell anything to itself. In other words, labour is not directly consumed. 

Feasibility and Consistency of the Plan 
An economy behaves and assumes a certain pattern of flows of 
resources in two ways. They are: (a) the internal consistency or balance 
of each sector of the economy, and (b) the external stability of each 
sector or inter-sectoral relationships. Leontief calls them the “fun- 
- .damental relationship of balance and structure.” When expressed 
mathematically they are known as the “balance equations” and the 
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“structural equations.” 

If the total output of say X, of the ith industry be divided into various 
number of industries, 1, 2, 3, n, then we have the balance equation: 

Xi=*x,t+x x, a +D, . . .(1) 

and if the amount say Yi absorbed by the “outside sector” is also taken 
into consideration, then (he balance equation of the ith industry 
becomes 

Xj ~x, ] -f-X, 2 + Xj + x, a +Dt + Yt 

O t 2 xij +Y t = X { (2) 

j = i 

It is to be noted that Y t stands for the sum of the flows of the products of 
the ith industry, to consumption, investment and exports, net of 
imports, etc. It is also called the “final bill of goods" which it is the 
function of the output to fill. The balance equation shows the conditions 
of equilibrium between demand and supply It shows the flows of 
outputs and inputs to and from one industry to other industries and vice 
versa. 

The system of balance equations in the analysis presents the 
conditions of internal consistency of the plan The plan would not be 
feasible without them because if these equations arc not satisfied, there 
might be excess of some goods and deficiency of others. 

Since Xa stands for the amount absorbed by industry 2 of the nh 
industry it follows that xij stands for the amount absorbed by the jth 
industry °f ith industry. The “technical coefficient" or “ input coeffi- 
cient" of the rth industry is denoted by. 


where xij is the flow from industry i to industry /, Xj is the total output 
of industry j and aij, as already noted above, is a constant, called 
“technical coefficient ,, or “flow coefficient” in the rth industry The 
technical coefficient shows the number of units of one industry's output 
that are required to produce one unit of another industry's output. 
Equation (3) is called a “structural equation." The structural equation 
tells us that the output of one industry is absorbed by all industries so 
that the flow-structure of the entire economy is revealed A number of 
structural equations give a summary description of the economy’s 
existing technological conditions. 

The matrix of technical coefficient of production for any input-output 
table with n sectors would consist of nxn elements. There being two 
sectors in our example, 2x2 technical coefficients of the matrix would 


•For * Consistency PUu Model. refer to the Fourth M»« 1,1 


m Ch v> 
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i 

be arranged symbolically as follows: 

Table 56.2 Technology Matrix A 

Agriculture Industry 


Agriculture Uu , 

Industry a-j 

Using equation (3) to calculate the aij for our example of the 
two-sector input-output Table 56.1, we get the following technology 
matrix. 

, Table 56.3. Technology Coefficient Matrix A 


Agriculture ' ’ Industry' 



50 

150 


. Agriculture 

300 “ J7 

500 

.30 


100 

250 


Industry 

300 = ' 33 

500 

-= .50 


These input coefficients have been arrived at by dividing each item in ‘ 
the first column of Table 56.1 by first row total, and each item in the 
second column by the second row, and so on. Each column of the 
technological matrix reveals how much agricultural and industrial 
sectors require from each other to produce a rupee’s worth of output. 
The first column shows that a rupee’s worth of agricultural output 
requires inputs worth 33 paise from industries and worth 17 paise from 
agriculture itself. 

The Leontief Solution* 

The table can be utilised to measure the direct and indirect effects on 
the entire economy of any sectoral change in total output of final 
demand. 

Again using equation (3) 


Cross multiplying. xij~aij. Xj 

By substituting the value of xij into equation (2) and transposing 
terms, we obtain the basic input-output system of' equations 

* Ordinary students may omit this portion. 
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X,- X , aij xj = V, 
i « l 

In terms of our two-sector economy, there would be two linear 
equations that could be written symbolically as follows: 

*1 ~ a iJ x l ~ a l2*2 ** Y, 

*2 ~ AjfXj - ^22*2 ~ Y 2 

The above symbolic relationship can be shown in matrix form: 

X - [A)X J Y 
X[ I-A) = Y 

where matrix (/— /i) is known as the Leontief Matrix 
(I-A) X = (/-A)" 1 Y 

x-(j-a )- 1 yiva-^r'a-*)] 


and /, thejdentity matrix 


X, 

(1 1 °1 


y. 

Hence 

1 A' ; 

■tu - 

hi) 

n 


Numerical Solution. Our technology matru as per Table 56.3 is 



.9 -.3 

.3-. 5. 

Adjoint - ' _ Adj 
~ Determinant I A I 
.5 .3 i 


.3 .9 
5 .3 


(/-A) =| 
The value of inverse 
[Aij] - 

By transposing, Aij 


The value of determinant = .9(.5) - (-.3)(-3) 
= .45 -.09 = .36 


-V, 

1 .5 .3 

100' 

Xi 

- M 1.3 .9 

150 


Hence 
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The total output of agriculture sector (xi) 

.5x100+. 3x150 


The total output of industrial sector (x 2 ) 

.3X100+ .9x150 
.36 

THE DYNAMIC INPUT-OUTPUT MODEL ' 

So far we have studied an open static model. “The model becomes 
dynamic when it is closed by the linking of the investment part of the 
final bill of goods to output.” 1 The dynamic input-output model extends 
the concept of inter-sectoral balancing at a given point of time to that of 
inter-sectoral balancing over time. This necessarily involves the concept 
of durable capital. 2 

The Leontief dynamic input-output model is a generalization of the 
static model and is based on the same assumptions: In a dynamic model, 
the output of a given period is supposed to go.into stocks, i.e., capital 
goods, and the stocks, in turn, are distributed among industries. The 
balance equation is: 

^(0= = ^T(0+^2(fk 3 (0---+^n(0 + (>5'il+S , l2 +5'.3+ ... S' in ) • 
+A(0+ Yj(t) . . . (4) 

Here X-,(t) represents the total flow of output of ith industry in period t, 
which is used for three purposes: (i) for production In the economy’s n 
m ustries Ah(f), x i2 (t), etc., in that period; (it) as net addition to the 

A° c /°i- c^* tai ®°°^ S ' n n in ^ ustr ^ es he.. S', which can also be written as 
•* i • 'y +1 ) -S /(0. where S,(t) indicates the accumulated stock of 
capita m t e current period (t), and 5,(t+l) is next year’s stock; and 
(m) as consumption demand for the next period D t (t+ 1). If we ignore 
depreciation and wear-tear, then S,(t+1)-Si(t) is the net addition' to 
capital stock out of current production. Equation (4) can, therefore, be 
written as: . . , 

v t X * +Xi3+ - Xi ” +S ‘( t+V-SM+DJt) + Yi(t) 

,( ) stands for the amount absorbed by the outside sector in period t. 

Just as the technical co-efficient was derived in the case of the static 
mo e e capital co-efficient can be found out in a similar manner. 

api a co-e ficient of the ith product used by the jth industry is denoted 


l J. Sandee, A Demonstration Planning Model for India. 

2 * \r r*» __ ... ' „„ 
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' Cross multiplying we have Sij= bij xj ... (5) 

where Sij represents the amount of capital stock of the jth product used 
by the jth industry. Xj is total output of industry j and bij is a constant 
called capital co-efficient or stock coefficient. Equation (5) is known as 
the structural equation in a dynamic model. 

If the btj co-efficient is zero, it means that no stock is required by an 
industry and the dynamic model becomes a static model. Moreover, bij 
can neither be negative nor infinite. If the capital co-efficient is 
negative, the input is in fact an output of an industry. 

Limitations of Input-Output Anal) sis 
The input-output analysis has its shortcomings Its framework rests 
on Leonticfs basic assumption of constancy of input co-efficient of 
production which was split up above as constant returns to scale and 
technique of production. The assumption of constant returns to scale 
holds good in a stationary economy, while that of constant technique 
of production in stationary technology. These assumptions sacrifice 
reality. They do not treat the inter-industry analysis dynamically even in 
the so called “dynamic model". It tells us nothing as to how technical 
co-efficients would change with changed conditions Again, some 
industries may have identical capita] structures, some may have heavy 
capital requirements while others may use no capital. Such variations in 
the use of techniques of production make the assumption of constant 
co-efficients of production unrealistic. 

Again, this assumption of fixed co-cfficicnis of production ignores the 
possibility of factor substitution. There is always the possibility of some 
substitutions even in a short period, while substitution possibilities arc 
likely to be relatively greater over a longer period 
The assumption of linear equations, which relates outputs of one 
industry to inputs of others, appears to be unrealistic. Since factors are 
mostly indivisible, increases in outputs do not always require pro- 
portionate increases in inputs. 

. Moreover, the rigidity of the input-output model cannot reflect such 
phenomena as bottlenecks, increasing costs, etc 
The input-output model is severely simplified and restricted as it lays 
exclusive emphasis on the production side of the economy It docs not 
tell us why the inputs and outputs are of a particular pattern in the 
, economy. 

Another difficulty arises in the case of “final demand" or “bill of 
goods.” In this model, the purchases by the government and consumers 
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ire taken as given and treated as a specific bill of goods. Final demand is 
regarded as an independent variable. It might, therefore, fail to utilize 
ill the factors proportionately or need more than their available supply. 
Assuming constancy of co-.effciency of production, the analysis is not in 
i position to solve this difficulty. 

There is no mechanism for price adjustment in the input-output 
analysis which makes it unrealistic. “The analysis of cost-price relations 
proceeds on the assumption that each industrial sector adjusts the price 
of its output by just enough to cover the change in the case of its primary 
and intermediate output.” The dynamic input-output analysis involves 
certain conceptual difficulties. First , the use of capital in production 
necessarily leads to stream of output at different points of time being 
jointly produced. But the input-output analysis rules out joint production. 
Second, ,it cannot be taken, for investment and output will necessarily 
be non-negative .” 3 

The input-output model thrives on equations that cannot be easily 
arrived at. The first thing is to ascertain the pattern of equations, then to 
find out the necessary voluminous data. Equations pre-suppose the 
knowledge of higher mathematics and correct data are not so easy to 
ascertain. This makes the input-output model abstract and difficult. 

In the above analysis, we have presented a highly simplified model of 
input-output analysis. To be useful for planning purposes, the input- 
output table should be divided into thirty or more industries or sectors. 
In many underdeveloped countries reliable data needed to construct a 
large input-output table are not easily available. In smaller countries 
only a few industries or sectors exist and the input-output table is of 
little use. A number of cells in it are shown as zero. Moreover, in case of 
the subsistence agricultural sector, labour is the only input, and output 
sold in the market sector is insignificant, while commercial crops are 
sold to the consumption sector. The input-output table is useless in such 
economies. Thus for the input-output analysis to be useful for 'an 
underdeveloped country, it is essential that it must be a large economy 
where the number of industries or sectors is quite large for substantial 
inter-industry transactions to take place and for reliable statistical 
information to be available. But all these conditions are not met in the 
majority of underdeveloped countries which limit the use of input- 
output analysis as a technique in development planning. 

Use of Input-Output Technique in Planning 

The knowledge of both the fundamental relationships of “flow 
coefficients” of the static model and of “capital coefficients” of the 

'Ibid., p. 76. , 
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dynamic model is required for the development plans. The input-output 
table tells us about the inter-relationships between various sectors and 
the structural relationships within each sector. On the basis of this 
information, the planning authority can determine the effect of a change 
in one sector on all other sectors of the economy and thus plan 
accordingly. 

1 With the help of the static analysis “flow coefficients” of each industry 
can be calculated and known during a given period of time. But in an 
economy fast moving towards economic development, the flow struc- 
ture of the economy does not remain stable. Again, a static model takes 
the capital structure of the economy as given. In fact, the capital 
requirements of the economy change with economic development. It is 
only “when we properly harmonize the capital structure with the flow 
structure that we get a comprehensive input-output system which is very 
useful for dynamic analysts in connection with planning. Given the basic 
conditions and also lime period (say five years) one can calculate the 
flow coefficients and the capital coefficients of an economy. In addition 
to all this if the time shape of the final demand is also known, one could 
find out definitely (by solving a system of linear non-homo gc nous 
differential equations) what should be the consistent and optimum 
levels of output of various industries after five years.” 4 

The input-output technique with tts basic assumption of constant 
“technical coefficient" is of much help to a planning authority in an 
underdeveloped country. A linear homogeneous input-output model 
fits in an underdeveloped economy where reliable statistical data about 
technical coefficients are not easily available. By assuming constant 
“flow” and “capital coefficients” the need for collecting and computing 
vast statistical data is greatly reduced. Since inputs arc considered 
proportional to outputs, this technique is certainly of immense help in 
determining the amount of inter-industry flows of goods and services in 
an underdeveloped country. 

“From the planning point of view, the dynamic input-output model 
has much appeal; it helps in identifying a moving equilibrium of outputs. 
Investment is specified of a disaggregated level in terms of specific 
investment goods and is treated endogenously. The planner is helped to 
see more clearly the implications of raising the level of investment in a 
particular sector, given the requirements of intcr-scctoral balancing." 1 

The input-output analysis is also used for national economic planning. 
The static and dynamic models can be applied in preparing the 
‘Plan-frame’ in underdeveloped economics. The input-output mode.' 

i ‘A. Ghcnh. Sew / loruons ui Pluming, p 16 ' 

*Ajil K. Dasgupu, op at , p. 75. 
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provides the necessary information about the structural coefficients of 
the various sectors of the economy during a period of time or at- a point 
of time which can be utilized for the optimum allocation of the 
economy’s resources towards a desired end. The dynamic model is 
particularly helpful in a developing economy which can estimate 
through the input-output table the impact of different growth rates of 
the various sectors of the economy and thus choose the most desired 
one. 

A United Nations study 6 lists the following uses of input-output 
models in development programming: ■ ... 

■ “(i) They provide for individual branches of the economy’s estimates 
of production and import levels that are consistent with each other and 
with the estimates of final demand. ■ 

“(ii) The solution to the model aids in the allocation of .the 
investment required to achieve the production levels in the programme 
and it provides a more accurate test of the adequacy of available 
investment resources. : 

“(Hi) The requirements for skilled labour can be evaluated in the 
same way. 

“(iv) The analysis of import requirements and substitution possibili- 
ties is facilitated by the knowledge of the use of domestic and imported 
materials in different branches of the economy. 

“(v) In addition to direct requirements of capital, 1'abouY and 
imports, the indirect requirements in other sectors of the' economy can 
also be estimated. .■ r . 

“(vi) Regional input-output" models can also be- constructed for 
planning purposes to explore the implications of development program- 
mes for the particular region concerned, as well as for the economy as a 
whole.” 

It concludes that these models “are primarily applicable in economies 
that have achieved a certain degree of industrial development and hence 
have a substantial volume of inter-industry transactions.” 


“Use of Model in programming, UN Department of Economics & Social Affairs. 
Industrialization and Productivity. 
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Secondly there should be alternative production processes for 
ichieving the objective. The concept of process or activity is the most 
mportant in linear programming. A process is a ‘specific method of 
lerforming an economic task’. It is ‘some physical operation, e.g., 
onsuming something, storing something, selling something, throwing 
omething away, as well as manufacturing something in a particular 
nanner. The LP technique enables the planning authority-to choose the 
aost efficient and economical process in attaining the objective. 

Thirdly, there must be certain constraints or restraints of the 
iroblem. They are the limitations or restrictions pertaining to certain 
onditions of the problem, as to what cannot be done and what has to be 
lone. They are also known as inequalities. They may be limitations of 
esources such as land, labour or capital. 

Fourthly, there are the choice variables, the various production 
irocesses or activities so as to maximise or minimise the objective 
unction and to satisfy all the restraints. 

Lastly, there are the feasible and optimal solutions. Given the income 
>f the consumer and the prices of goods, feasible solutions are all 
>ossible combinations of the goods he can feasibly buy. Feasible 
olutions of two goods for the consumer are all combinations that lie on 
tnd to the left of the budget line. Whereas, on an isocost line, they, are 
he combinations that lie on and to the right of it. We may put. it 
iifferently that a feasible solution is one which satisfies all the restraints. 
The optimal solution is the best of the feasible solutions. If a feasible 
olution maximises or minimises the objective function, it is an optimal 
olution. The best available procedure for finding out the optimal 
olution out of the possible feasible solutions is the simplex method. It is 
i highly mathematical and technical method involved in linear program- 
ning. However, the main aim of linear programming is to find out 
>ptimal solutions and study their characteristics. 

Assumptions 

The linear programming analysis is based upon the following 
issumptions: 

(i) The decision-making body is faced with certain constraints or 
esource restrictions. They may be credit, raw material and space 
onstraints on its activities. The type of constraints in fact' depend upon 
he nature of problem. Mostly, they are fixed factors, in the production 
irocess. 

(n) It assumes a limited number of alternative production processes. 
(Hi) It assumes linear relations among the different variables which 
mplies constant proportionality between inputs and outputs within a 
irocess. 
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(;v) Input-output prices and coefficients arc given and constant, !?»*•> 
arc known with certainty. 

(v) The assumption of addumty also underlies linear progtammm* 
techniques which means that the total resources used by all litw" «'” M 
equal the sum of resources used by each individual fu in. 

(w) The LP technique assumes continuity and divisibility in 
and- factors. 

(ku) Institutional factors are also assumed to be comiunl 
Lastly, for programming a certain period is assumed . l : o» v*v*w^ ^ 
and more accurate results, the period is generally short. 
periods are not ruled out. 

Programming Technique — Its Application in iWnhu: w ^ 

In plan formulation, the planners have to decide nhe 
labour-intensive or capital-intensive technique of P fod J^.!, nu.o 
ing on its outlay. They will choose that technique w 
Output. ynjfi&ti*- l - sJ * X 

Let us suppose that it is planned to produce a o ,j«.wwOu 

and T inputs, its objective is to maximize output > • 

production processes, C (capital-intensive) anJ flll « K ;v s - u ' w ' v 
The constraint is a given cost outlay WTassho " 0 4 . , t . <•>»*>• ‘ ' 
assumptions given above arc applicable. The p ft> 
terms of Fig. 57.1. . t hv v « ,|, ‘ ' ' 

Units of input Y per period are measured ^ - ' , *, 

units of input X per period are show" n " s - 
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points a and c at the 50 units output level on the linear rays OC and OL 
are joined, they form an isoquant (shown, dotted) /ascj. At the 100 
units output level, the corresponding isoquant is I t bds. The cost-outlay 
constraint is represented by the isocost curve MP and it places a limit on 
the production capacity of the project. The project can produce with 
either of the two available- techniques C and L within the area re- 
presented by the triangle Obd. It is not possible for it-to produce outside 
this “area of feasible solutions .V The “optimal solution” which maxi- 
mises the output will occur at the point where the isocost curve touches 
the isoquant with the highest output. In Fig. 57.1 the isocost curve MP 
touches the isoquant Iibds at point b on the process ray. OC. It shows 
that the project will use the capital-intensive technique C by using four 
units of input Y and two units of input X and produce 100 units of 
commodity Z. 

Take another project whose objective function is to maximise its 


revenue subject to certain constraints of limited capacities. Suppose it 



produces two.products, X and Y. It 
has four departments each with a 
fixed capacity. Let these depart- 
ments relate to manufacturing, 
assembling, polishing and packing 
the product which be designated as 
A, B, C and D. The problem is 
illustrated graphically in Fig. 57.2. 

The production of X and Y is 
subject to constraints A, B, C and 
D. Constraint A limits the pro- 
duction of X to OA. Constraint B 


limits the production of Y to OB. 
Constraint C limits the production of both X and Y to OC u and OC 
respectively, while constraint D limits their productionto ODj and OD. 
The area OATSRB shows all combinations of X and Y that can be 
produced without violating any constraints. This is the area of feasible 
production within which X and Y can be produced, but there is no 
possibility of producing any combination at any point outside this area. 

The original solution can be found out by taking an isoprofit line 
within the feasibility zone. An isoprofit line represents all combinations 
of X and Y which yield the same profit to the firm. The optimal solution 
lies on* the highest isoprofit line EF in the polygon OATSRB. This is 
point S. Any point other than S lies outside the zone of feasible 
production. 


Every linear programming maximisation problem has its dual 
problem, that of minimisation. The original problem is known as the 
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primal problem, which always has its dual. If the primal problem 
pertains to maximisation, the dual involves minimisation, and vice- 
versa. 

Now we take another planning problem. Suppose the planners 
undertake a project which aims at minimisation of costs. Two types of 
goods and A' 2 are to be produced. Let the planners attach weights of 
3 and 8 to units of these goods. Let there be 2 units of resource X t and 6 
units of resource Xj. Let the production of 1 unit of X t use I unit of 
input Cj and 2 units of input C 2 . Similarly, let the production of X 2 use 2 
units of C, and 8 units of Cj. The problem can now be set in the linear 
programming form as: 

Maximise 3Xj-f 8X 2 (R, i.e., revenue) 

Subject to the constraints 

Xt +2X2*2 

and 2 Xj+8X 2 <6 

and none of these quantities is negative. The optimal solution is Xi=2, 
X 2 ~ 1/2 and R~7 
The dual problem , is: 

Let Pi be the imputed price of Xi and P 2 be the imputed price of X 2 , 
Minimise 2 Pi+6P 2 (C, i.e., cost) 

Subject to the constraints 

P,+2P 2 =s3 

and 2 Pi+8P 2 ss8 

and that none of these prices is negative. The optimal solution is 
P> -lift" 1/2 and O 7. 

These are the shadow or dual prices. But as all values have been 
imputed to the two resources, the maximum value of the objective 
function C must equal R. Hence C=R= 7. 

Graphically line AB represents P/+2P 2 =3 and line CD represents 
2 Pi+ 8P 2 =8. The feasible solutions he on or above the thick line \ZD in 
figure 57.3. The optimal solution is at point Z where the isocost (dotted 
line) RK passes through the point of intersection of \ B and CD 

Limitations of Linear Programming 

Linear programming has turned out to be a highlv useful tool of 
analysis in development planning. But it has its limitations As a matter 
of fact, actual planning problems cannot be solved direct]} by the L? 
technique due to a number of restraints First it is not easv to define; 
specific objective function. Second, even if a specific objective fimeucr 
is laid down, it may not be so easy to find out the various >»- 
institutional, financial, and other constraints which mav be openre- 
pursuing the given objective. Third, given a specific object! 
of constraints, it is possible that the constructs mav not 
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expressible as linear inequalities. Fourth, even if the above problems 
are surmounted, a major problem is one of estimating relevant value of 

the various constant co- 
efficients that enter into an LP 
problem, i.e. population, 
prices, etc. Fifth, one of the 
defects of this technique is 
that it is based on the assump- 
tion of linear relations 
between inputs and outputs. 
This implies that inputs and 
outputs are additive, multi- 
plicative and divisible. But the 
quantity of'Aj relations between inputs and 

FIG 5? 3 outputs are not always linear, 

In real life, most of the rela- 
tions are non-linear. Sixth, this technique assumes perfect competition 
in product and factor markets. But perfect competition is not a reality. 
Seventh, the LP technique is based on the assumption A>f constant 
returns in the economy. In reality, there are either diminishing or 
increasing returns. 

Further, it is highly mathematical and complicated technique. The 
solution of a problem with linear programming requires the maximisa- 
tion or minimisation of a clearly specified variable. The solution of a 
linear programming problem is also arrived at with the ‘Simplex 
method’ which involves a large number of mathematical calculations. It 
requires a special computational technique, an electric computer or 
desk calculator. Such computers are not only costly, but also require 
experts to operate them. Mostly, the LP models present trial-and-error 
solutions and it is difficult to find out really optimal solutions to the 
various economic problems. 

Uses of Linear Programming in Planning 
Linear programming as a tool of economic development is more 
realistic than the input-output approach. In input-output analysis only 
one method is adopted to produce a commodity. It does not take into 
consideration the bottlenecks (constraints) which a development project 
has to face in underdeveloped countries. But in linear programming a 
definite objective is set to maximize income or minimise costs. All 
possible processes or techniques are taken into account for achieving the 
desired objective. This necessitates even the substitution of one factor 
for another till the most efficient and economical process is evolved. So 
projects and techniques which are too uneconomical to implement are 
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nol undertaken. By assuming certain constraints, linear programming as 
a tool of development planning is superior to the input-output 
technique. In underdeveloped countries, the planning agencies are 
faced with such constraints as the lack of sufficient capital and 
machinery, growing populations, etc. Resources exist that cannot be 
used properly for want of the cooperant factors Linear programming 
takes due note of these constraints and helps in evolving an optimum 
plan for attaining the objectives within a specified period of time. Thus 
the LP technique has been used for constructing theoretical multi-sector 
planning models for countries like India Such models extend the 
consistency models of the input-output type to optimization of income 
or cmloyment or any other quantifiable plan objective under the 
constraints of limited resources and technological conditions of produc- 
tion. 

In practice, however, the LP technique is being used in solving a 
limited number of economic problems in developing countries. This is 
due to the lack of proper personnel for working out mathematical 
equations and for operating highly mechanical computers Mostly the 
LP technique has been found to be extremely useful for sectoral 
planning in developing countries, for example, in selecting optimum 
alternatives in respect of location and technologies in industries, 
transport, and power or in farm management For example, this 
technique is being used in farm management for determining the 
optimum combination of different crops, livestock and crops. The 
objective function used in such studies is cither the minimisation of costs 
or the maximisation of income The constraints arc set by pre- 
determined levels of demand or the availability of resources such as raw 
materials or capacity. Besides, this technique is being used for the 
solution of diet problem where the aim is to minimise costs, given the 
values of minimum nutrients of the diet and the prices of products as 
constraints. It is also with the LP technique that the transport problem is 
being solved by the railways, airways and transport companies with 
regard to the selection of routes, transportation of goods, allocation of 
the means of transport (;.e., railway wagons, aircrafts, trucks etc 
depending on the type of transjvort under study). Again, this technique 
is used to assign jobs to the work force for maximum effectiveness and 
optimum results subject to constraints of wages and other costs. 
Similarly, purchasing, assembling, production and marketing problems 
are being solved through the LP technique in order to minimise costs 
and maximise profits, given the various constraints in the case of each 
problem. However, tor an extensive use of this technique for develop* 
ment planning, developing economics will have to depend upon 
resources of trained personnel, and finance 
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THE CONCEPT OF CAPITAL-OUTPUT RATIO 


MEANING 

The concept of capital-output ratio (or capital coefficient) expresses the 
relationship between the value of capital investment and the value of 
output. It refers to the amount of capital required in order to produce a 
unit of output. When the capital-output ratio in the economy is said to 
be 5: 1, it implies that a capital investment of Rs. 5 crores is essential to 
secure an output (income) worth Rs 1 crore. It may thus be defined as 
“a given relationship between the investments that are to be made and 
the annual income resulting from these investments.” The capital- 
output ratio is of two types: the average capital out-put ratio and the 
marginal or the incremental capital-output ratio. The average capital- • 
output ratio indicates the relationship between the existing stock of 
capital and the resultant flow of current output. The incremental 
capital-output ratio (ICOR) expresses the relationship between the 
amount of increase in out-put (income) A Y, resulting from a given 

increase in ‘stock of 
capital, A K. This 
can be indicated as 
A K/A Y. In other 
words, “the average 
capital-output ratio 
refers to everything 
that has been in- 
vested in the past 
and, to the whole in- 
come. The marginal 
ratio refers to all 
that has been added 
in a recent period to 
the capital or 
fig. 58 . 1 . income.” 1 The for- 

mer is a static con- 

1 Tinbergen, Development Planning, p. 79. 
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cept, while the latter is a dynamic one. The term capital-output ratio as 
used in economics relates to the incremental or marginal capital-output 
ratio. This ratio normally ranges between 3 to 4 and rotates to a period 
of time. Since it has a time dimension, it is expressed as ’’recoupment 
period’’ in the communist countries. 

The average capital-output ratio and the ICOR arc shown in Fig. 58.1 
were output is taken on the honzonal axis and capital on the vertical 
axis. The average capital-output ratio is measured by the slope of a line 
from the origin to the function relating capital to total output. In our 
figure OKFis such a function and OR is the ray that passes through it at 
point K so that the ACOR is KY/OY. The ICOR is measured by the 
slope of a tangent drawn to (he function at point K ■ Thus the ICOR is 
ED/KD (= A K/A Y). 

The concept of capital-output ratio is applicable not only to an 
economy but also to its different sectors. There arc different capital- 
output ratios for different sectors of the economy depending on the 
techniques (capital-intensive or labour-intensive) used by them, fn a 
sector using capital-intensive techniques the capital-output ratio would 
be high and in an other sector using labour-intensive techniques the 
capital-output ratio would be low. Transport, communications, public 
utilities, housing and capital goods industries have very high sectoral 
capital-output ratios. While capital-output ratios in the agricultural 
sector, manufactured consumers’ goods industries and service mdustnes 
are generally low. The overall capital-output ratio for a countrv is the 
average of the sectorial ones 2 

Capital-Output Ratio in Underdeveloped Economics 

Various estimates have been made of capital-output ratio* in under- 
developed economics. A group of experts appomicd h\ the United 
Nations used a ratio ranging from 2:1 to 5:1. Kunhuru h.i> assumed a 
ratio for majority of underdeveloped countries in the order of 5:1; 
Singer in his model for economic development assumes a ratio 6: 1 in 
the non-agricultural sectors and 4: 1 in the agricultural sector and on an 
average takes a ratio of 5 : 1; Rcsensticn-Rodan estimates that the ratio 
is at least 3: 1 and 4: lp' while Lewis regards this ratio to lie between 
3:1 and 4: l. -1 According to H.K. Manmohan Singh in develop-'* 
countries the range of capital-output ratio is believed to he bervsv* 
3.9:1 and 4:1, and in underdeveloped countries this ratio inc* *• 


*W B. Reddavia), “The Capital-outpui Ratio £ x Si 7 E-xocvejc 
1960 ^ 

’Meier and Bald* to. op or . p J40 \ 

'Le»rt, op. cit . p. 20J. 
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supposed to lie between 1.5:1 and 2: l. 5 In India the IGOR on an 
average works out to 2.4 for the three plan periods! 6 . 

Factors Determining Capital-Output Ratio 

The size of the capital-output ratio in an economy depends not only 
on the amount of capital employed but also on a number of other factors 
such as, the degree and nature of technological advance, the efficiency 
in handling new types of capital equipment, the quality of managerial 
and organizational skill, the composition of investment, the pattern of 
demand, the relation of factor prices, the extent of the utilization of 
social and economic overheads and the impact of industrialization, 
education and foreign trade on the economy. Let us examine these 
factors in detail. 

Availability of Natural Resources. First, capital-output ratio depends 
on the availability of natural resources. A country with abundant natural 
resources has a low capital-output ratio, for it can substitute natural 
resources for capital. For example, Norway is a country which has a very 
high capital-output ratio because she is not endowed with natural 
resources. 

Growth of Population. Hagen points out that in industrial countries 
with a rapidly growing population, the capital-output ratio tends to be 
low. For population growth leads to substantial capital saving in social 
overheads. Further, population growth absolves an economy from the 
consequences of errors in investments and ‘new investment does not so 
gravely cause old investments to obsolesce.’ In the case of an 
agricultural country, however, population growth has an adverse effect 
on the capital-output ratio. If a growing population is absorbed on the 
cultivable land existing in abundance then not much of capital is 
required per unit of output, on the assumption that people work with 
simple tools and implements and no extra public utility services are 
required. But if the increase in population is concentrated in the towns, 
more capital will be required to meet its requirements on more houses, 
power, water, schools, consumption goods etc. 

Amount of Capital Employed. The amount of capital, employed in a 
country is an important factor in determining the capital-output ratio 
Given the average life of capital, the capital-output ratio is determined 
by the proportion of national income invested annually. So it is not 
surprising, writes Professor Lewis that countries which invest much the 


5 H.K.M. Singh, Demand Theory and Economic Calculation in a Mixed Economy, p. 
83. 

‘Government of India, Planning Commission, Fourth Five-Year Plan, 1969-74. 
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same proportion of national income have much Ihc same capital -output 
ratio. 

Degree and Nature of Technological Advance. If technical progress is 
accelerated due to a major innovation, the capital-output ratio will tend 
to rise. The nature of technological advance refers to capital-intensive 
and labour-intensive innovations. If technological advances arc capital- 
intensive in character, the capital output ratio will tend to rise. On the 
other hand, if technological inventions arc labour-intensive in nature, 
the capital-output ratio will tend to fall. 

Rate of Inv estment. Capital-output ratio also depends upon the rate of 
investment. The higher the rate of new investment, the higher is the 
capital-output ratio. A country which doubles its capital in ten years will 
have a higher output per unit of capital than a country which doubles it 
in twenty years. This is because new investment and new technology go 
together. The technology of the last ten years is embodied in half the 
capital in the first case, but only in perhaps a third of the capital in the 
second case . 8 

Efficiency with which New Type of Equipment Is Handled. But a low 
level of efficiency in handling new capital equipment would lead to 
waste and as a result the capital-output ratio would be high and vice 
versa. 

Composition or Investment, The pattern of investment in an economy 
depends upon the policy of the government. If the government plans a 
heavy expenditure on public works and public utilities like railways, 
power, schools, etc., the capital-output ratio would be high. It would 
also be high in the case of the development of basic and heavy 
industries. But the capital-output ratio would be low if the pattern of 
investment is inclined more towards the development of agriculture and 
cottage industries which are labour-intensive. 

Quality of Managerial and Organizational Skill. A country in which 
the quantity and quality of managerial and organizational skill is high, 
the capital-output ratio will be low. For it is in a better position to use us 
capital equipment and other productive resources to the fullest extent 
and thus a larger output can be had with the existing capital. Contrari- 
wise, if the quantity and quality of entrepreneurship arc low, the 
capital-output ratio will be high. 

Pattern of Demand. The pattern of demand also influences the 
capital-output ratio. Given the pnccs and incomes in a perfectly 
competitive economy, changes in tastes and preferences of the 
consumers may change the pattern of demand through time. This may. 


1 Op. at., p 202. 

*W.A. Lewis. Devctopmeor PUnmnj. l%6 
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in turn, have important effects' on the demand for capital and on the 
capital-output ratio. For example, the demand for synthetic materials 
and products like terylene, nylon, etc., has led to the establishment of 
plants for their manufacture thereby raising capital-output ratio. 

Relation of Factor Prices. A change in factor prices (i.e., wages, 
interest', rent, etc.) affects. the capital-output ratio to the extent capital 
can be substituted for other factors of production. Changes in the rate of 
interest or wages may affect the demand for capital, thereby affecting 
the capital-output ratio. A reduction in the rate of interest, other factor 
prices remaining constant, is likely to increase investment demand for 
capital and thus raise the capital-output ratio. Similarly a rise in the 
wage level, other things remaining the same, may raise the capital 
output ratio if there is a possibility of capital being substituted for 
labour. 

Employment Policy. Capital-output ratio further depends on employ- 
ment policy. In an overpopulated country like India where unemploy- 
ment exists on a mass scale the policy of the State to provide immediate 
relief to the unemployed will lead to capital investments on roads, water 
works, land reclamation, hospitals, schools, houses, and other public 
works. But if the government policy is towards absorbing the unem- 
ployed in large industries especially in manufacturing industries, the 
capital-output ratio would be smaller. But less of capital and labour will 
be employed in such industries as compared to the public works. 

Industrialization. Industrialization tends to raise the capital-output 
ratio. Industrialization leads to urbanization. Urbanization involves the 
movement of works from the rural areas to the towns which necessitates 
larger investment in house building industry, as a result the capital- 
output ratio is pushed up. 

Spread of Education. With the spread of literacy and education, 
efficiency increases which tends to make a better use of capital 
equipment whereby the capital-output ratio falls and vice versa. 

Use of Social and Economic Overheads. In the early stages of 
economic development there is a tendency to invest more in social and 
economic overheads which take a long time to fructify^ meanwhile the 
capital-output ratio tends to be high. But with the passage of time, fuller 
utilization of social and economic overheads creates external economies 
and leads to increasing returns. This further leads to the fullest 
utilization of existing capital equipment thereby increasing the output. 
Thus the capital-output ratio is damped. 

Impact of Export and Import. In order to earn more foreign exchange 
and to avoid balance of payments difficulties, the export sector requires 
heavy capital expenditure to push up exports. This tends to raise the 
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capitaj-omput ratio. If the nature of investment is such that larger 
quantities of capital equipment are imported and huge expenditures arc 
incurred on it, the capital>output ratio would be high and vice versa. 

Nature of Capital-Output Ratio 

It is, however, not possible to arrive at any definite conclusion about 
the behaviour of the capital-output ratio from the factors enumerated 
above. But a number of economists ha\e proved on the basis of 
empirical data based on developed economics that the capital-output 
ratio first tends to rise then declines as development gains momentum 
and even becomes stable over a long period. Prominent among these 
economists are Colin Clark, 9 Simon Kuznets 10 and Lcibenstcin. 11 This 
parabolic nature of the capital-output ratio is supported by the following 
empirical evidence. In the United States the capital-output ratio rose 
from 2.8 in 1880 to about 3.9 in 1929 and then fell to 3.2 in 1944, 12 and to 
1.6 in 1960. In the UK, it rose from about 4.5 in 1865 to over 6 in 1895 
and stayed almost stable up to 1913,° when it started declining and was 
2.9 in 1952. 14 No doubt, these estimates relate to developed economics 
yet they arc a useful guide in understanding the general behaviour of the 
capital-output ratio in underdeveloped economics V.V Bhatt on the 
basis of his computations of Indian industries and their comparison with 
the industries of the developed countncs comes to the conclusion that 
the capital-output ratio is on the average about the same in both 
developed and underdeveloped economics 15 The experience of a 
number of countries suggests that on the average the ratio lies between 
3 : 1 to 4 : 1 and above 4 * 1 only in perods of slow economic growth. A 
UN Study corroborates that during the ten years ending in 1963 about 
70 per cent of the developing countries had an incremental capital- 
output ratio ranging between 3 and 4. 16 We may wind up the discussion 
thus, “In the early 'stages of economic development two contrary forces 
operate on the capital-output ratio. On the one hand, there is a vast 
requirement of basic overhead capital in transport, power, education, 
etc. Here, due mainly to the long period over which such investment 
yields its return, the apparent (short run) capital-output ratio is high. 

0 Colin Clark. The ConJinonr of Economic Progress. p 5M) 

,0 Fopulation. Income and Capita], IntcirutionsI Social Science Bulletin. IVS4. No 2, 
Vol. 6. _ 

"Economic Backwardness and Economic Growth, pp. 177-A5 

,: Snfton Kuznci*. op. at , pp. l69-?0 

xi Ibid. 

"H K. Maximo han Singh, tip- Of 

,5 V.V Bhatt, Employment and Capitol Formation in L'ndc file vc kfed Economies. 
pp. 20-59. 

“VVorW Economic Sun rj—1%6. op at 
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On the other hand, there are generally large unexploited backlogs of 
known techniques and available natural resources to be put to work, 
and these backlogs make for a low capital-output ratio. We can assume 
formally a low capital-output ratio for take-off period on the assumption 
that the pre-conditions have been created. In fact, the aggregate 
marginal capital-output ratio is likely to be kept high during the take-off 
by the requirement of continuing large outlays for overhead items which 
yield their returns only over long periods. Nevertheless, a ratio of 3 : 1 
or 3.5 : 1 for the incremental capital-output ratio seems realistic as a 
rough bench-mark.’’ 17 

Case for Low or High Capital-Output Ratio in Underdeveloped 

Countries 

Economists, however, differ on the issue whether the capital-output 
ratio should be low or high in underdeveloped countries. 

Low Capital-Output Ratio. Those who favour a low capital-output 
ratio advance the following arguments: 

(1) Professor Lewis point out that the ratio of capital in existence to 
annual income is much lower in underdeveloped countries because their 
rate of capital accumulation has been much shialler. 18 

(2) In underdeveloped countries natural resources are underutilized 
or unutilized and a small capital investment will lead to a large output. 

(3) Similarly, in an underdeveloped country other productive 
resources are underutilized and their productive capacity is low. So 
when a country starts on the road to economic progress land, labour, 
management and existing plant and equipment are brought back into 
productive use. Thus their productive capacity increases more than the 
amount of capital invested. 

(4) The capital-output ratio is lower in those countries where 

population grows more rapidly. The reason being that “rapid population 
growth prevents waste of capital by assuring markets for almost any 
investment; and a rapid increase in the labour supply permits capital 
accumulation without departing from the optimal ratio of labour to 
capital.” . 

(5) In view of the shortage of capital and the abundance oflabour, 
there is greater incentive to use capital saving methods of production in 
underdeveloped countries, 

(6) If in the early stages of development, it is planned to concentrate 
on agricultural development and other labour-intensive industries, the 


I7 \V.W. Rostow, The Process of Economic Growth, op. c/t., p. 211. Italics mine. 
1S W.A. Lewis, op. cit., p. 202. 
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capttal-out ratio v, ill be low. For it is possible to have a large output with 
a smaller amount of capita). 

(7) Since capital is not fulJy utilized in underdeveloped economics 
the rate of depredation is lower which means longer life of plant and 
equipment and low capital-output ratio 

High Capital-Output Ratio. Economists who favour a high capital- 
output ratio for underdev eloped countries adduce the following 
reasons: 

(1) The capital-output ratio is higher in underdeveloped countries 
because there is much wastage in the use of capital. Capital is wasted in 
the sense that manpower is inefficient in handling and maintaining 
capital equipment properly Moreover, due to the ignorance of fruitful 
investment opportunities, capital is unable to move out of the rut to be 
utilized in more productive channels 

f2) The level of literacy and education is extremely low in such 
countries with the result that technological knowledge grows very slowly 
and where the growth of technological knowledge is slow, capital is less 
fruitful. 

(3) The capital-output ratio is bound to be high in those underde- 
veloped countries where a large quantity of capital is needed to tap 
unutilized or underutilized natural resources. As is the case with oit 
exploration in India. 

(4) Moreover, countries with limited natural resources require more 
substitution of capital for them. 

(5) The capital-output ratio is expected to be high in those countries 
where population increases more slowly than in those where it increases 
rapidly, on the premise that “capital is likely to yield more if used with a 
greater rather than with a smaller increase of labour " 

(6) As an economy moves on the path of economic development, the 
pattern of demand is likely to exchange which may necessitate the 
establishment of more capital-intensive industries. For example, a 
change in demand from hand made to machine made goods would 
increase the demand for capital 

(7) In the early stages of development, underdeveloped countncs 
have to make large capital investments in order to provide social and 
economic overheads such as schools, hospitals, roads railways, and 
electricity, etc. TTius the capital-output ratio is bound to be high. 

(8) According to Professor Kunhara. one basic explanation for the 
needlessly high capital-output ratio of an underdeveloped economy is 
the promotion of more labour-intensive techniques which may reduce 
output thus necessitating a greater use of capital. 19 


,f K. Kunhara. op ai , pp W-97. 
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(9) In underdeveloped countries interest rate is very high and this is 
another important explanation for the capital-output ratio to be so high 
in such economies. On the face of it, it sounds paradoxical, for a high 
rate discourages rather than encourages the use of capital and thus has a 
tendency to lower the capital-output ratio. Kurihara admits this fact but 
solves this paradox by applying the reasoning that “the expectation of a 
continuing high interest rate tends to promote less'‘capital-intensive’ (or 
more ‘labour-intensive’) techniques and, via the latter’s decreasing 
impact on output to make for a high capital-output ratio, given a 
constant wage rate and a constant net profit rate.” 20 ■ 

(10) In underdeveloped countries where new plants and enterprises 
are located away from the sources of raw materials, capital investment 
may be larger relatively to output thereby raising the capital-output 
ratio. 

(11) Lastly, in the initial stages of development certain types of capital 
investments are likely to remain underutilized due to the stagnant 
nature of an underdeveloped economy thus raising the capital-output 
ratio. 

Limitations 

The use of capital-output ratio as a tool for estimating capital 
requirements in underdeveloped countries is beset with a number of 
limitations. 

(1) “Precise calculations of capital-output ratios can be made only in 
the light of concrete programmes of development and the technical data 
regarding costs and output. 21 But such data are not easily available in an 
underdeveloped economy. Concrete programmes of development are 
hampered by lack of capital equipment, labour and entrepreneurial 
skills, changes in demand, prices and climatic conditions which 
adversely affect the output. 

(2) The capital-output ratio is not likely to remain constant 
throughout a plan. It is bound to change as the development plan 
proceeds from year to year. As a result, there is wide disparity between 
the projected ratio and the actual ratio. For instance, the First Indian 
Five-Year Plan assumed a marginal capital-output ratio of 3:1 but 
realized 1.8:1 in practice. 

(3) The use of capital-output ratio as a tool of economic planning is 
circumscribed by the presence of underutilization of excess capacity in 
the use of resources in an underdeveloped economy. If is, therefore, 
difficult to calculate the capital-output ratio accurately. 

20 Ibid., pp. 98-99. 

21 Govemment of India, Second Five-Year Plan, op. cit. 
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(4) The capital-output ratio is meant to estimate the total capital 
requirements of an economy but fails as a tool for determining priorities 
among different sectors or projects in the economy. 

(5) The capital-output ratio fails to tell us anything about inv cstment 
in human capital required to achieve a certain rale of growth. 
Investment in human capital is as important for economic growth as is 
physical capital. 

(6) There is, however, a practical difficulty in calculating the 
capital-output ratio. It assumes that there is no change in the general art 
of production. But it is possible that a technological innovation may 
increase output with the same amount of capital or the same output may 
be had with less capital thereby changing the capital-output ratio 
altogether. 

(7) The concept of capital-output ratio is based on the implicit 
assumption that when capital increases the supply of coopcrant factors 
also increases. But in an underdeveloped economy the coopcrant 
factors like technical personnel, entrepreneurship, power, transport, 
etc., are scarce. The concept is thus impracticable in the context of an 
underdeveloped economy. 

(8) Difficulties arise m the measurement of “capital” and “output." 
Professor Myrdal mentions the following- First, in underdeveloped 
economies all planned public investment and estimated private invest- 
ment are lumped together to arrive at capital input which is not a correct 
estimate of capital investments for they arc likely to change. Second, 
various restrictions and direct controls prevent pnees from equalising 
demand and supply. It requires the use of shadow prices which is again 
arbitrary. Third, “the specificity, heterogeneity, complementarity and 
indivisibility of capital in South Asia make aggregation impossible." 
Fourth, “if there are several items on each side of the capital-output 
ratio, and if those do not change in the same proportion, we are 
faced . . . with the problem of index numbers, including the indctcrmi- 
nancy introduced by price changes in the planning penod and by 
different income distributions." Further, “anything that changes the 
relative prices of capital goods and consumer goods generally, whether 
from the demand side or the supply side will alter the capital-output 
ratio, even without any change in physical capital, physical output or 
technology. In particular, changes in real wages, in the rate of interest 
and in the prices of imports wall change the capital-output ratio, even 
though neither the composition of capital nor techniques have 
changed.” 

(9) During a depression, all increases in capital will be followed by 
declines in output and the capital-output ratio be<r* rr ’'“« 11 mpaninelesi 
concept in such a situation. 


592 The Economics of Development and Planning 

(10) Above all, the use of capital-output ratio as a technique for 
testing the development plans of a country does not take us very far 
unless we go behind it. The overall capital-output ratio is the average of 
the sectoral ratios. The national output is the sum of different goods and 
services produced by various sectors of the economy, each having a 
different capital-output ratio. The sectoral capital-output ratios are high 
for some sectors like housing, transport, communications,- irrigation and 
power projects; and low for the agricultural service and consumers’ 
goods industries. But it is difficult to calculate these sectoral capital 
output ratios due to lack of statistical data. Conceptional difficulties also 
arise in the case of certain items like fertilizer production which can be 
placed in either the agricultural sector or the heavy industries sector. 
Thus the overall capital-output ratio which is a made up of sectoral 
ratios is not a correct estimation for testing the consistency of the 
developmental plan. 

Conclusion. Despite these theoretical and practical limitations, the 
capital-output ratio is widely used as a planning device. Its predictability 
is weak. But it appears to produce more meaningful results in the long 
run than in the short run. It is analytically useful in calling attention to 
the importance of capital in economic development. It possesses great 
usefulness as a handy device for making rough-and-ready calculations. 
But Professor Kindleberger is of the view that in its present rudimentary 
stage it is hardly a planning device. 22 

Importance in Planning 

The capital-output ratio is an important and useful concept for 
purposes of economic planning in an underdeveloped country. “This is 
particularly true where it is necessary to check the consistency of targets 
for the growth of national income against the additional capital likely to 
be available from current savings of foreign investment.” In order to 
estimate the financial requirements of growth, it is necessary to have an 
estimate of the volume of investment needed to attain a given target of 
output. The capital-output ratio is thus used to determine the growth 
rate of an economy. The Harrod-Domar models of growth are based on 
this concept. 

In formulating a plan, in ICOR is required for the purpose of 
calculating the growth rate of the economy. Suppose we want to 
increase national output by 10 and assume the ICOR to be 2. In this case 
the required addition to the capital stock needed for new investment will 
be (10x2=) 20. Assuming the current level of national output to be 
1000 and the saving rate 0,04, the domestic saving will be 40, Now this 

“C.P, Kintlleberger, op. tit. 
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much of domestic saving can be invested for the purpose of increasing 
national output. Given the ICOR of 2. this amount of saving and 
investment would increase national output by 20 (=40/2). This gives the 
growth rate of 2.0 per cent per annum in national income. \Vc can also 
calculate the growth rate of national output (income) by dividing the 
saving ratio by the ICOR, i.e., 0.04/2=0.02 or 2.0 per cent. 

Moreover, the importance of capital-output ratio lies in making out 
the case for obtaining large foreign aid for investment by under- 
developed countries. Since the domestic saving-income ratio is low in 
underdeveloped countries, a higher rate of foreign aid is required for 
achieving a higher growth rate, assuming a conventional capital output 
ratio of 3 to 4. Thus the concept of capital-output ratio is’a useful tool 
which highlights the importance of capital in development planning, 
helps in testing the consistency of the desired growth rate and the 
resourccrs of an underdeveloped country. 



Chapter 59 _ 

THE CHOICE OF TECHNIQUES 

One of the problems facing the underdeveloped countries is how best to 
utilize the available resources in order to accelerate the growth rate of 
the economy. The majority of such countries have abundant labour but 
scarce capital. These two major factors pose the problem of choice of 
techniques— that of using the traditional of the modern methods of 
production. 

Meaning. The problem of choice of techniques refers to the type of 
combinations for any particular project or enterprise. A combination 
chosen in any particular case gives the type of technique. The number of 
alternatives open to an underdeveloped country are between labour-, 
intensive and capital-intensive techniques, between light and heavy 
industries and between agriculture and industry. But the ultimate choice 
is one of selecting between labour-intensive and capital intensive 
methods whether it is in agriculture and industry or in light and heavy 
industries. “Different techniques often imply quite different strategies 
in economic development with very different efforts on the performance 
of the economy .” l 2 The ultimate object is to choose that technique which 
is more efficient than another technique keeping in view the existing 
factor proportions. An efficient technique is one that minimizes the 
costs of a given output or maximizes the output from given inputs. 

Process of Technological Development. For technological develop- 
ment, a society has to pass through a long historical process — from 
simple to complex techniques, from those satisfying local needs to those 
meant for distant markets and from those using local resources to those 
requiring foreign capital. However Kuznets 3 traces some distinct 
patterns in the growth of technology: (i) a scientific discovery or an 
addition to technical knowledge; (ii) an invention that is, making the use 
of already existing knowledge to useful end; (iii) an innovation implying 
a significant application of an invention to economise production; (iv) 
an improvement, signifying a minor useful change in an invention; and 
finally, the spread of invention usually accompanied by improvements. 

l A slightly modified version of author’s article in AJCC Economic Review, July, 1967. 
Published with the kind permission of the Editor. 

*A.K. Sen, Choice of Techniques, p. 11. 

3 Simon Kuznets, Six Lectures on Economic Growth, pp. 30-32. 
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The successful completion of these successive phases in the evolution of 
technology requires four factors. First, there is the necessary condition 
of increased scientific knowledge. Secondly, each phase requires heavy 
capital investments and skilled labour force. Thirdly, innovations 
require enterpreneurial skill and ability to put inventions to beneficial 
uses. Lastly, the spread of innovations depends on the willingness of the 
people to adopt the new products and processes for mass production 
Technological development is thus a necessary conditions for economic 
growth. • » , 

But the conditiqns enumerated by Kuzncts are conspicuous by their 
absence in underdeveloped countries which lack educational and 
research facilities, skilled labour and entrepreneurial ability. Their 
levels of income, consumption and savings are extremely low and hence 
also the size of the market. Dynamic entrepreneurship which Schumpe- 
ter regarded as the main factor in inducing an innovation is lacking in 
such- economies due to backward social, economic and political 
institutions.- Thus, the tjpc of innovations that contribute to the 
economic development of the advanced countries cannot be evolved in 
underdeveloped countries with their existing factor endowments. , 

’ Labour-Intensive Techniques. Keeping these points in view, me 
'problem, of choice, of techniques boils down to one of adopting 
output-increasing techniques that raise labour productivity per unit of 
capital and arc capital-light and labour intensive. Figure 59.1 explains 
.the impact of labourrintensive techniques on output. Initially, output 
represented by the isoquant Q was being produced in the economy by 
employing OK amount of capital and OL of labour. Now with the new 




technique the same amount of capital OK helps in producing a Iiryx 
output represented by a higher isoquant Q, and at the same time it 
more labour LL X . Such techniques should also fulfil the twin ' 
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of skill and capital formation. Agricultural production can be increased 
through the spread of minor irrigation schemes, better tools and 
implements, the’ introduction of short duration crops leading to larger 
yields front the'same land; the use of fertilizers and high yielding seeds, 
etel In Indian the substitution of the fly-shuttle for the throw-shuttle 
loom led to the increase in the productivity of the; hand-loom; weaver by 
50 per cent. 4 But it is not true that the choice of more labour-intensive 
'techniques will necessarily lead to either more consumption.or greater 
employment over a period of time. The problem is one of evaluating the 
time streams of consumption associated with the- choice of alternative 
techniques over the relevant time horizon.” 5 - Moreover, underde- 
veloped' countries fail to use output-increasing labour-intensive techni- 
ques because of the limits set by the shortage of capital and lack of skills. 
Besides, as Bert Hoselitz 6 reveals on the basis of a variety of research 
papers, a number of economic, social and administrative- resistances 
' which force people in such economies to give preference to the use of 
outmoded techniques over output-increasing methods of production. 

Capital-Intensive Modern Techniques. The other' alternative com- 
monly" suggested is the use of capital-intensive techniques. Since 
■ underdeveloped’ countries are unable to follow the path of technologica 
' evolution of the advanced countries they should use the technology of 
the latter on an extensive scale. Figure 59.2-depicts the use of advance 
technology which is capital-intensive. It uses more capital OK in 
relation to labour OL. The level of output is higher in this technique on 
the supposition that the isoquant Q 2 is above Qi of Fig. 59 . U As 
Galenson and Leibenstein opine: “Successful economic development. . . 
particularly in the face of gross backwardness, hinges largely upon the 
introduction of modern technology upon as large a scale as possible 
For a “continuing and compounding effect” on the growth rate o 
income, advanced techniques are considered to be ■ indispensable. 
Further, their use will help change customary working' habits, living 
conditions, social institutions and the very' outlook of the people. 

But the adoption of modern technology in underdeveloped countries 
is a very ticklislvquestioh and we should not forget Nurkse’s remarks 
that “the. same capital-intensity as in the economically advanced 


4 Report of the Fact Finding Committee (Handlo'om and Mills), Government of India, 


p. ' , - e • , 

5 Ajit K. Dasgupta, op. cit. For a detailed explanation refer to Sen's Time Sene. 

Criterion in the next chapter. 

6 B.F. Hoselitz, “Problems of Adopting and Communicating Mpdern Techniques tc 
Less Developed Areas,” Economic Development mid .Cultural Change, January 195 
- ■ ' \V ■ftMensnn 'and H. I .eihensten '“investment C'riteria. , 'ProduCtion and EconottU 1 


7 \V. Galenson and Hi Leibenste'n, 1 “Investment Criteria,' 'Production 
Development,’ ''Quarterly Journal of Economics,'- August-1955. 


The Choice of Techniques 


597 


countries should be neither desired nor permitted." 8 First, it is a matter 
of common knowledge that these countries have a plethora of the 
unemployed and an acute shortage of capital. Modern technology is, 
however, highly capital-intensive and labour-saving. It involves high 
costs and excessively large amount of capital thereby making it 
unsuitable for underdeveloped countries. Second, imports of plant and 
equipment arc not only costly but also entail a number of difficulties 
with regard to repairs, maintenance and availability of spare parts. A 
UN Report observes: “Automatic devices suited to conditions in 
advanced industrial countries arc often left unused in underdeveloped 
countries, while the intricacy of many machines though appropriate to 
the type of labour available in industrial countries, tends to magnify 
repair and maintenance cost in factories in less developed countries 
which depend upon a high proportion of unskilled labour” 9 As a result, 
the same equipment produces less in such countries It means in terms 
of our Fig. 59.2 that the isoquant Q z is at a lower level Third, heavy 
imports lead to balance of payments difficulties And the net addition to 
the national income accruing from the use of imported plant and 
equipment is less, for a part of the income flows to the technique- 
exporting country. Fourth, modern technology also requires com- 
plementary supplies of highly skilled, technical and managerial person- 
nel not availabe in less developed economics Fifth, it is meant for the 
setting up of larger enterprises whereas the small size of the market in 
such countries necessitates the expansion of small enterprises In such .1 
situation, wntc Bauer and Yamcy, there is the danger of confusing 
standards of technical efficiency with those of economic efficient, v 
There is no use recommending techniques which ma\ he efficient 
technically but arc wasteful in terms of resources and inappropriate at 
the level of technical achievement of the local population ,S nth. 

motlcrn technology was evolved under different socio-economic and 
geographical set up. It is meant to accommodate Ijbour shortages and 
other requirements of an advanced countr> It is appropriate to high 
real wages and a high standard of living Seventh, the possibility of 
introducing such technology will, however, depend on the lechnologi- 
cal spread* — the gap separating the techniques already in vogue in the 
less developed country and those imported from abroad The larger the . 
gap between the local and the imported techniques, the greater will be 
the social discontent and unrest following industrialization through the 
introduction of advanced technology. Last, the adoption of modem 


*R Nut 1st, op. at.p 45 

*UN., /Ypccmc* *od Problems o! loJ^s mtlitt iron a Underdeveloped Co> 
,t> P.T Bauer and B S Yamcy. op ai p 213 
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technology presupposes the existence of power, transport and com- 
munications facilities, of highly trained technical perspnnel and a large 
number of related services which are non-exiStent in -underdeveloped 
countries. Under the circumstances, the use of advanced technology will 
only result in repeated breakdowns in the machinery, lower production, 

increase in costs and wastage of capital. . 

Use of Abandoned Techniques of Advanced Countries. But the 
problem of economic development is concerned with change in factor 
proportions and how rapidly they change. It depends on the time-period 
involved. Capital-light and labour-intensive techniques might help m 
raising the level of output, employment and income during the short 
period to some extent. Development,, however, aims at their conti- 
nuous maximization over the long period. The question is whether an 
underdeveloped country should go slow or make rapid strides towards 
developing its economy. Should it introduce modern technology or 
continue to use backward methods of production or adopt obsolete 
techniques abandoned long ago by the advanced countries? Taking the 
last question first, the other two having been already discussed above, 
backward economies have frequently made use of obsolete equipment 
and techniques of the advanced countries. The history of the Japanese 
textile industry reveals that it developed in its early phase on discarde 
British machines. Israel and Argentina have also been importing use 
equipment of the advanced countries. Though discarded machines are 
considered to be somewhat cheap and of a lower capital intensity , they 
entail high costs in terms of repeated breakdowns and constant repairs. 
Therefore, prudence demands that developing countries should benefit 
from the vast fund of knowledge in the field of technology of the 
advanced countries and modify and adapt the techniques of the latter 
according to their social, economic and technical absorption capacity 
and requirements. These requirements necessitate in the initial stage ol 
development, the adoption of labour-intensive and capital-saving 
techniques so that the limited amount of capital available is broadl] 
spread in utilizing larger human and other resources. 

Intermediate Technology. Professor Schumacher 11 favours intermedi 
ate technology for LDCs. According to him, if we define the level o 
technology in terms of ‘equipment cost per .workplace’, ihe J intermedia! 
technology would be on the level of— symbolically speaking £10 
equipment cost per average work-place, whereas it is £1 for th 
indigenous technology of a typical developing country and £ 1000- 
technology for the developed countries. Such a technology necessitate 
regional approach to development and requires four conditions for i1 


n E.F. Schumacher, Small is Beautiful, - 1973. 
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success. Firsts workplaces should be created in those areas where 
the,, majority of the people live and not in metropolitan areas 
where they tend to migrate. Second, workplaces should be cheap so 
that they can be created in large numbers without requiring high 
level of capital formation and imports. Third, methods of produc- 
tion, should be fairly simple, requiring low skills and suitable for 
maintenance and repair on the spot. Fourth, production should mainly 
depend , upon local materials and be mainly for local use. Thus the 
intermediate technology will be ‘labour-intensive’ and will be suitable in 
small scale industries. Therefore, such a technology can be used to 
produce only those commodities which 3rc urgently needed by the 
people living in rural areas. Such commodities can be building 
materials, clothing, household goods, agricultural implements, etc. 

.Appropriate Technology, There is, however, unanimity among 
economists over the choice of appropriate technology. According to 
Yale Drozen, "The appropriate technology for an area depends on its 
resources, patterns and its markets “It is. therefore, defined as “an 
amalgam of skills, methods, techniques, appliances and equipment that 
can contribute towards solving the basic socio-economic problems of the 
concerned communities ** It should be utilised for development pur- 
poses in the name of social justice and should be capable of satisf>ing 
the. felt needs of the people. It should be economically viable, 
technically feasible, and should fit in the socio-economic fabrics of local 
communities.' It should be able to produce some surplus, so as to 
encourage capital formation and stimulate further growth It should he 
simple and comparatively cheap and use local resources li should 
ensure proper control of the means of production at local levels It 
should be labour-mlensivc and capital-saving. It should ensure dispersal 
of wealth among the largest number for people and create u sense of 
participation and decision-making at the local level h should he capable 
of creating self-reliance and should perpetuate the enuHion.il attach- 
ment of the workers with their jobs, tools and work places It should 
encourage production by masses rather than mass product ion It should 
be ecologically sound and should be in complete harmony and 
conformity with local environments. Dependence on non-renewable 
sources of energy should be at a minimum Ii should not be static but 
dynamic and should be able to absorb innovation thus promoting to 
improve efficiency and productivity In other words, appropriate 
technology should change with the time, and people should accept the 
improved and latest versions of it th3t fit m the new environments, ft 
should neither be based on traditional technologv nor reject modert 
technology. 12 

,: R Dai. ApprvpnJie Technology Prcorpi' pp l\ . 1J-N. UtF 
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In all advanced countries from the US to Japan, there are small 
industrial units and agricultural areas where techniques and equipment 
of a low capital-intensity are used. Efforts should be directed' towards 
“choosing the simplest of such alternative techniques, the sturdiest of 
available capital equipment, the small type of plant consistent with 
technical efficiency, the technology that makes the best use of the most 
plentiful factors of production .” 13 In certain cases much simpler modern 
techniques involving small capital may bring about large increments in 
output ' in the case of small industries. Low-cost high productivity 
equipment and machines can be imported from advanced countries and 
their prototypes manufactured within the country with indigenous skill 
and raw materials. It will serve the dual purpose of. skill and capital 
formation. In the agricultural sphere, the use of power driven pumps, 
the Japanese method of rice cultivation, high yielding maize hybrids and 
improved fertilizer can go a long- way in increasing productivity per 
worker. In the case of those underdeveloped countries which have just 
started on the path of economic development, it is better to adopt 
well-tried capital-saving labour-intensive productivity-raising techno- 
logy originating from the developing countries. . For instance, India 
manufactures a large number of farm implements indigenously de- 
signed, such as the mechanical plough, animal driven ploughs of a 
number of varieties, hand tools, irrigation equipment, dairy and poultry 
farm equipment .which can -fit in the factor proportions of similar 
countries without any difficulty. This is nothing except appropriate 
technology. 

‘ Vakil and Brahmanand also favour this when they opine that “each 
country has to work out its own salvation, and particularly to find out 
which production methods are feasible for it ;’.’ 14 They recommend the 
following techniques for use in underdeveloped countries: (a) those 
which can be easily learnt in a short time; (b) those requiring: small 
initial investment; (c) those which reduce the- gestation- period of 
investment; (d) those requiring less investment in specialized and skilled 
labour; (e) those saving scarce resources rather than labour; and, Finally, 
those which raise the level of production and increase supplies of 
minerals or electricity. These guidelines point towards the ; use of 
appropriate technology in developing countries in keeping 'with their 
local ! conditions. As Henry Aubrey emphasizes: “It may be sound 
procedure to improve technology step by step in many places at once, 
rather than to sink large portions of a limited; capitaLsupply in 3 ^ ew 

“UN, Process and Problems, op. cit., p. 43. 
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farge ventures .” 15 This policy is advantageous in many ways. It spreads 
the benefits accruing from the use of different techniques in the various 
fields more equally over the entire population; helps in skill formation 
at all levels; raises the average productivity, income level and the size of 
the market. It promotes more employment, better distribution of wealth 
and paves the way towards self-sufficiency. The strategy of gradual 
changeover from capital-light and labour-intensive methods of produc- 
tion to up-to-date capital-intensive methods is best suited to under- 
developed countries in the early stages of industrialization. Such a policy 
will not only economize thc usc of available capital resources but will 
also create larger employment opportunities. By increasing the supply 
of agricultural and manufactured consumer goods, it will obviate the 
necessity of importing food and raw materials. It will not be essential to 
import much capital goods cither. Thus, this strategy in the choice of 
techniques will tend to check inflationary tendencies and balance of 
payments difficulties inherent in, the development process 16 

Labour-Intensive vs Capital-Intensive Techniques ' 7 
A common characteristic of underdeveloped countries is the scarin' 
of capital and abundance of labour. In other words, the capital-lab*’*" 
ratio is extremely low. Commonsense tells us that in such conn*'**' 
efficient production calls for labour-intensive techniques Bui (&•' 
essentially a static argument. It is relevant to conditions prevail"^' 
point, of' time. Therefore, this technique is not very sun a*"* 
developing country. As Dobb says, “It starts from a given 


of capital in each country, whereas the crucial quest io-* * ^ 

discussing policies of economic development concern* - v ' ' 
capital-endowment of country and how rapidly this c-V* * - (J ,jj 

should be changed .” 18 _ >u “id 

Though Professor Nurksc ‘holds the view i* 5 -* . uon 

countries should adopt labour-intensive tcchni*i^-“ ' 
early stages of industrial development, majors ( ^ 


“H C. Aubrey, "Small Industry in Ecoooe*' 
September, 1951 

‘‘Also sec the conclusion to ihe next sec** 
“The words 'labour-intensive' and 'capital-****^ % 
is a wrong notion. Professor Reddaway loa^* 4 
The Development of the taJiui Eeooots* 
conventional way ‘as one in which * 1*3* - 

amount of capital.* A ‘capual-saucg - 

of output; the amount of labour " 

similar way the distinction ber»te« 
be made. -**■*’’ 

“Some Aspects of Ea»?e* * 
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the adoption of capital-intensive techniques in such countries. Let us 
discuss the arguments advanced in favour of either of these techniques. 

Arguments for Labour-Intensive Techniques. The arguments usually 
advanced in favour of labour-intensive techniques are the < following: 

(1) The first is the employment argument. A characteristic feature of 

underdeveloped countries is the abundance of idle manpower: It is only 
by using labour-intensive techniques that increasing employment 
opportunities can be provided to the idle or underemployed labour 
force. • : •' 

(2) When employment increases through the adoption of labour- 

intensive techniques, “they spread the total income generated more 
widely over the population.” This paves the way for an egalitarian 
structure of society. _ f 

(3) The third is the latent resources argument. In underdeveloped 

countries there is an acute shortage of capital and entrepreneurial 
resources. The use of labour-intensive techniques would be more 
appropriate for releasing these scarce resources to be used in more 
important uses. ' ' • '">• ■ 

(4) Similarly, labour-intensive techniques are import-light, i.e., they 
require simpler tools and implements which need not be imported from 
abroad, and thus there is considerable saving in foreign exchange. 

(5) Labour-intensive techniques are indispensable for counteracting 
inflationary pressures in a developing economy. They quickly increase 
the supply of consumable goods and thus obviate the danger of 
inflation. 

(6) The use of labour-intensive techniques is usually found in the 

villages and small towns. This would obviate the necessity of building - 
houses and other social works for the ! workers. This would mean 
considerable saving in the community’s expenditure on : social overheads 
in the initial stages of development which could be utilized on more 
important projects. ' • . ■ 

(7) Moreover, labour-intensive methods, being spread out into 
villages and small towns, enjoy all the advantages of decentralization 
and avoid the evils of the factory system. 

(8) The emergence of monopolies and concentration of economic 
power in the hands of a few is also, avoided.. 

Arguments for Capital-Intensive Techniques. It has been strongly 
argued, that those investment projects 'should be chosen which are 
capital-intensive rather than labour-intensive. According to Galenson 
and Leibenstein, “Successful economic development .. . particularly in 
the face of gross backwardness, hinges largely upon, the introduction of 
modem technology upon as large a scale as possible.” The grounds on 
which this argument is based are- • < 7 
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(1) Enterprises using capital-intensive techniques lead to a large share 
of the resulting income going to entrepreneurs and a smaller share going 
to wage earners. Since the propensity to save is higher on the part of 
entrepreneurs/ savings increase and a larger proportion of them arc 
utilized for investment Thus the rate of economic growth is accelerated. 
T ' (2) As a corollary to this, we can say that since the growth rate is much 
faster under capital-intensive techniques than under labour-intensive 
techniques, more employment will be offered to the labour force in the 
long run. 

(3) In the majority of underdeveloped countries the growth rate of 
population is very high and unless capital-labour ratio is raised, output 
per head will not increase This will tend to dampen the rate of capital 
accumulation. So the use of capital-intensive techniques is indispensable 
for increasing the tempo of development 

(4) Further, capital poor countries can ill afford to waste capital 
though obsolcsccnc and depreciation Underdeveloped countries 
should,' therefore, choose highly capital-intensive production techniques 
that do riot become obsolete soon Thus a small production of capital 
goods is required to be replaced ip the future and more capital is 
available for further capital formation 

1 (5) Capital-intensive proccsscss of production arc more profitable 
than labour-intensive techniques because under the former productivity 
rises more rapidly in relation to costs This is due to the economics of 
large scale production enjoyed by them 

(6) In reality, the use of highly capital-intensive techniques leads to 
the production of quality products and lowering of costs Low costs 
mean low-prices and provide the basis for a rapid nse in living standards 
later on. Professor Hirschman opines' “The firm requirement of high 
standards of quality is an element in favour of. rather than, as would 
usually be believed, against the introduction of this type of production 
into underdeveloped countries.” 19 

(7) Capital-intensive techniques have farccaching effect on the 
process of economic growth A few capital-intensive projects have a 
greater total impact on the economy than a number of labour-intensive 
projects. As Hirschman points out: -When a government undertakes 
the construction of a large hydro-cicctric station or of a steel mill, it 
cannot afford to let such ventures go wrong, it places itself under a far 
stronger complusion to deliver than if it were to spend the same funds 
on a large number of projects. 

(8) Hirschman further argues that capital-intensive techniques arc 
bound to enhance skills and efficiency and assist in training management 

i "AO Hiixhnun i</> til . p 144 
l 
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“in the performance of new unfamiliar and perhaps somewhat unconge- 
nial tasks.” Thus capital-intensive techniques possess. the twin-property 
of ‘efficiency enhancing and coordination-promoting’. 

(9) For providing economic and social overheads large capital 
investments are essential in underdeveloped countries. 

Conclusion. We have studied both sides of the problem and it is rather 
difficult to decide as to which technique should be adopted in an 
underdeveloped country. In fact, the two approaches are not altogether 
different from each other. The use of labour-intensive techniques tends 
to increase production and employment in the economy. On the other 
hand, the adoption of capital-intensive techniques tends to accelerate 
the rate of capital formation and then to maximize productive capacity 
and employment in the long run. But in making a choice between 
labour- and capital-intensive techniques in the context of an under- 
developed country, it is necessary to consider a variety of factors: their 
comparative cost of production; effects on employment, income, saving, 
and investment over different time periods; use of domestic resources; 
effect on domestic and foreign demand; their ability to ease inflationary 
pressures; and balance of payments position. The cost of production of 
goods manufactured with labour-intensive methods is higher than that 
with capital-intensive techniques because of the inability of the former 
to realize economies of scale. But this fact should not deter the planners 
from deciding upon labour-intensive techniques which economise on the 
use of scarce capital resources. Such methods of production create large 
employment opportunities and help in increasing the supply of 
consumer goods, obviate the necessity of importing raw meterials, food 
and capital goods from abroad. Thus they tend to check inflationary 
tendencies and balance of payments difficulties inherent in the 
development process. But there is a snag. Use of labour-intensive 
techniques cannot step up the rate of capital accumulation as fast as that 
of capital-intensive techniques. No doubt, labour-intensive methods 
create more employment and thereby raise income levels, but of those 
whose incomes are low and propensity to consume is high. So a smaller 
proportion of the incomes generated is available for saving and 
reinvestment. But keeping in view the larger interest of the masses, 
labour-intensive techniques should be used . in the consumer goods 
sector. For a “continuing and compounding effect” on the rate of 
growth of income, capital-intensive techniques should be confined to 
the capital goods sector. 



Chapter 60 


INVESTMENT CRITERIA IN ECONOMIC 
DEVELOPMENT 


INTRODUCTION 

The- problem of investment criteria involves the principles underlying 
the allocation of scarce investment resources in a rational manner so as 
to maximise the national income in an underdeveloped economy. It is a 
commonly known fact that private enterprise in such economics is 
motivated 'by profit maximisation. Very often private investment 
decisions arc for projects that are not conducive to economic develop- 
ment. It is, therefore, felt that only a public authority can make 
decisions to allocate scarce investment resources and to influence the 
direction of private investment towards development-oriented projects. 
For this, the choice before the public authorities is between techniques 
of a higher or lower capital intensity. Towards this end, economists have 
propounded a number of investment criteria which are discussed below. 

The Capital-Turnover Criterion 

The capital turnover criterion is known by various names viz , the rate 
of turnover criterion, the maximisation of output per unit of capital 
criterion or the ratio of output to capital criterion (minimum capital 
intensity or, minimum capital-output ratio criterion). Ibis criterion is 
attributed to J.J. Polak and N.S. jBuchanan . 2 The logic involved is that 
since capital is scarce in underdeveloped countries, that technique 
should be chosen which yields the maximum output per unit of capital 
employed. In other words, for maximising output, investment projects 
with a high rate of capital turnover (i.e., of a low capital output ratio) 
should be selected. Quick-yielding projects with a low capital intensity 
make it possible for scarce capital resources to be realized soon enough 
for reinvestment into other projects. Such projects also provide 


’Thu appeared as an article in a slightly modified form in AJCC Econoauc Renew. 
January 1969. Published with the kind permission of ibe Editor 

J . Polak. Balance of Pa)ments Problem* ol Countries Reconstructing with the help o! 
Foreign Loans" Quarterly Jovmd of Economics. February 194J and N.S Buchanan, 
/ntcmafavu/ and Domestic H'clfut, N. York, 1915. 
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maximum employment per resource in underdeveloped countries. Here 
the capital employment absorption criterion merges into the capital 
turnover criterion . 3 This criterion is particularly useful, according to 
Chenery, in choosing among projects within a given sector. 

Its Limitations. There are, however, certain limitations of this 
criterion.’ First, it ignores the element of time: Quick-yielding projects, 
having a low capital-output ratio in the short run may. have a high ratio 
in the long run . 4 Secondly, this criterion ignores the supplementary 
benefits flowing from an investment project. It is possible that projects 
with a high capital-output ratio may confer certain supplementary 
benefits on the economy thereby outweighing extra costs involved in 
them. On this count, notes a UN Study, a project' with a high 
capital-output ratio should not necessarily be accorded a lower priority . 5 
Thirdly, in certain industries like agriculture, a low capital-output ratio 
may appear outwardly. If working capital like fertilisers is also included 
in the fixed capital investment, the ratio may in fact be high. Fouthly, 
the higher the rate of turnover, the higher may be the rate of 
depreciation of capital and rate of output may hot be high. Therefore, 
Dr K.N. Prasad suggests the net rate of turnover criterion instead . 6 
Fifthly, the maximisation of employment argument implied nr this 
concept may hold good only in the short run. A capital-intensive project 
may absorb little labour to start with, but may maximise the amount of 
labour per unit of investment in the long run. Sixthly, it does not 
necessarily follow that with increased employment there will be an 
addition to total output. Labour-intensive and capital-saving invest- 
ments may keep productivity of labour low as usual, without making any 
addition to total output. Seventhly, the use 1 of labour-intensive 
techniques may even reduce output thus necessitating a greater use of 
capital thereby raising the capital-output ratio. Lastly, such techniques 
often produce sub-standard products. Such products are’ often subsi- 
dised by the government and entail high social costs. For example, the 
production of cotton textiles with handlooms. ‘ 

Conclusion. The capital turnover' criterion is thus circumscribed by a 
number of factors. No doubt common sense demands that in the face of' 
abundant labour and scarce capital' in underdeveloped economies 
projects of a low capital intensity should be undertaken but the 

Nurkse s doctrine of Concealed Saving Po ten rial is a variant of the Capital Absorption 
Criterion, R. Nurkse, Problems of Capital Formation in Underdeveloped Countries. 

Ch. U. . ’:t. . ■ . . j; ■ -v 

^Merits of a high capital-output ratio are discussed in' detail above. 

UN, Economic Bulletin for Asia and Far East, June, 1961, pp. 30-33. 

K.N. Prasad, Technological Choice Under Development Planning, 1963: ■ L ‘ 
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undeniable fact remains tnat for building up tnc socio-coonomic 
infrastructure and for accelerating the r 3 tc of economic development, 
project with a high capital intensity arc also a must. India has been 
judiciously following this dual investment policy in her plans for 
economic development. 

The Social Marginal Productivity Criterion 

The social marginal productivity (SMP) criterion was first put forward 
by A.E. Kahn and later Hollis B. Chenery 7 improved upon it. It is based 
on the conventional marginal productivity approach. As more and more 
capital is employed in any project in combination with given amounts of 
other inputs, its marginal product will after a time start falling till the 
marginal productivity of capital in different uses is equalised. The aim is 
to allocate limited investment resources in such a way as to maximise the 
national output. In other words, they should be utilised in the most 
productive projects Kahn states that this criterion takes “into account 
the total net contribution of the marginal unit to national product and 
not merely that portion of contribution (or of its costs) which may 
accrue to the private investor " Thus it is applicable to the economy as a 
whole and not to individual investment projects 

Chenery evolves a formula for the quantitative measurement of the 
SMP concept. He ranks investment projects according to their social 
value and studies their effects on national income, balance of pa>mcnts 
and the cost of domestic and imported materials used therein. The 
selection of projects depends on their rank, and their number on their 
cost and funds at the disposal. 

Taking the balance of payments to be in equilibrium, the Chenery 
equation is: 

smp= 

K 

where X represents increased market value of the output, E the added 
value of output due to external net economies, L cost of labour, M cost 
of materials, O overhead costs including depreciation, and K is capital 
funds invested. The equation can be simplified as (V-C)/K where Vthe 
social value added domestically equals (X+E) and C the total cost of 
factors equals (L-bM+O). 

Since in underdeveloped countries foreign exchange is more valualc 
than domestic currency, there is a large difference between the actual 

T A E. Kahn. “lovcumeot Criteria in Doclopment Programme* " Otutcily Jounul ot 
Economics. February. 1951. PP 3S-61 inj Ojcncry. “The Application of tnveiuncnr 
Criteria," Ouvzctty Joutml of Eco n o m ic s, February, 1963. pp- 76-96. 
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and official value of the foreign currency in terms of the local currency. 
Chenery represents this difference by r. A zero r means equilibrium in 
the balance of payments, a positive r represents a surplus and a negative 
r, a deficit in the balance of payments of the country. Accordingly, the 
refined formulation is: , . , . 


V-C r(aBl +B2) 
SMP= + ___ 


■ ; , ’ K K . 

The other elements being the same, aBl is the annual authorised impact 
on the balance of payments of servicing initial borrowings from abroad 
and B2 the annual effect of the project’s operation on the balance of 
payments. If B is negative, it means an import and if it is positive it is an 
export. To simplify the formula still further r(aBl+B2) is represented 
by Br, the combined balance of payments effect and the final formula is: 

Br ■ ••• ■' 


V-C 

SMP= + . 


K K . 

With the help of this formula Chenery has calculated the SMP of a 
number of investment projects in Italy and Greece. According to him, 
the use of this formula in full may help in improving upon the method of 
using funds in a piecemeal manner on major projects. 

Its Limitations. Despite this, the practical usefulness of the SMP 
criterion is limited due to a number of considerations.. 

First, it is not correct to say that the marginal productivity of capital is 
exactly equal in all uses. It can be at the most nearly equal, for 
investment may be either too large or too small due to technical reasons. 

Secondly, marginal productivity of capital in the case of different 
projects is equalised on the basis of a particular technology which may 
not necessitate the reallocation of investible funds. But it might be 
useful to devote larger doses of capital to particular projects if it leads to 
the use of a. better technology. 

Thirdly, the SMP criterion considers only the effects of the present. 
Factor productivity in different uses depends on the relationship 
between costs and prices of the products produced and these in turn 
depend upon supply and demand conditions. In the short run, resources 
are adjusted to prevailing supply and demand conditions, while in- the 
long run they are themselves influenced by present investments. 
Similarly, cost conditions may also, be changed over time with the 
acquisition of more knowledge, skill and experience by entrpreneur and 
workers. Thus, it is difficult to calculate the productivity of resources 
when the time period is long. 

Fourthly, the SMP criterion is vague and indefinite. For it is difficult 
to have a correct assessment of' the benefits and costs of different 
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projects both in the present and future. Market prices arc not a correct 
guide to resource allocation. There is wide dispanty in underdeveloped 
countries between the equilibrium and the market rates of interest, 
wages and foreign exchange. Likewise the benefits accruing from social 
investments like education and public health sen ices can at best be 
assigned arbitrary monetary valuations. There arc also idle resources 
like the underemployed and the unemployed manpower whose market 
'value is not capable of measurement. Chenery himself admits that such 
imperfections in the market forces will “ greatly reduce the social value 
of investment unless an attempt is made to offset them." Therefore, to 
facilitate the calculation of social values in these and other eases, 
Chenery, Frisch and Tinbergen have suggested the use of "shadow" or 
"accounting" prices reflecting the intrinsic values of products and 
factors. Corresponding to the concept of shadow prices is the concept of 
"shadow cost" which is used to calculate the costs of a particular project 
to society. An ILO study suggests that these shadow prices and costs 
and not the market prices and costs, if any, should be used in ranking 
investment projects and determining which are worth undertaking and 
which arc not. 4 

Finally, one of the major defects of the SNIP criterion is that it is 
concerned with once-for-all effect of investment on the national income 
and neglects the multiplier effect of present investment on future 
income. Moreover, it docs not consider the indirect effect of the present 
investment on population, saving and consumption in the future. 9 It is 
possible that the present investment may increase the national income 
but may make the distribution of income unequal. Similarly, investment 
in some projects may raise the per capita consumption in the present as 
compared with other projects which may raise it over the long period. 
Therefore, the SMP criterion is 3t best a value concept. 

.1 

The Reinvestment Criterion 

The reinvestment criterion is advanced by Galcnson and Lcibcnstcm. 10 
It is also known as the rate of surplus criterion or the marginal per capita 
investment 'quotient. The latter is defined as the "net productivity per 
’’worker minus consumption per worker." Galcnson and Lcibcnstcm 

*Sorae Aspects of Investment Policy in Underdeveloped Countries. ** fared uwu? 
Lsbour Renew. May 1958. 

*UN. Economic Dulleua tor Asm and Fat East.. June 1961, op. at. 

11> \V Galcnson and IL Leibcaslein. “Investment Criteria, Productivity and Economic 
Development.** Quvtcriy JoumsJ of Economics. August 1955. pp dt2-70 Also H. 
Leibcnsietn, Economic Bscktt xrdness and Economic Dctrlopacat. Ch. XV and 
comment* by H. Neusen. J. Moseaand A. Hirschsua in November 1965. 1 February 1957 
and August 1968 issue* respectively of tbe Qiuflerty Jouixai ot Economics. 
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imphasize the maximisation of per capita output in the future rather 
ihan in the present. This is possible when the ' rate of savings is 
naximised leading to the reinvestment of income. Assuming- that 
national income is divided into wages and profits, the former are spent 
on consumption and the latter are saved for the purpose of investment. 
The larger the volume of profits, the higher will be rate of savings, as a 
result the larger will be the amount of capital available per head and the 
higher will be the growth rate of output which will lead to increased 
output per head in the future. In the early phase of development a 
“critical minimum effort” is required on the part of underdeveloped 
countries to increase the proportion of profits to national income and.to 
restrict consumption per head. This would lead to larger savings-.and 
larger reinvestible surplus. Given the quality and quantity of labour 
force,. it is the capital-labour ratio that determines per capita output. 
Galenson and Leibenstein use the following formula to determine the 
rate of investible surplus (r) 

p~e.w. 

r— — - ■ ' ; : 

c 

where p is the product per machine, e the number of men per machine, 
tv real wage rate, and c the cost of machine, r can be increased by raising 
p and depressing e.w. in proportion to c. > ' •... 

In order to raise the proportion of capital to labour, the per capita 

output potential and 
the per capita in- 
vestible : surplus, 

Galenson and Leiben- 
stein favour capital- 
intensive techniques 
even in those countries 
were capital is scarce 
and labour abundant. 

. : Production processes 
having a high ratio of 
capital to labour result 
fig. 60.1 in a large share of , 

income going into pro- 
fits and a small share into wages. Thus a large proportion of the initial 
income is available for in vestment through profits. 

The larger the profits, the higher will be the savings. As a result, more 
capital will be available for investment and the greater will be' the 
increase in output. This is illustrated in Figure 60.1 where in the 
north-east quadrant, the relationship between new investment and 
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resulting changes in employment N is represented. Nk shows this 
relationship when a capital intensive technique is used, and Nl when a 
labour-intensive technique is used. The north-west quadrant represents 
the relationship between employment and output. Ok shows this 
relationship with a capital-intensive technique, and O l when a 
labor-intensive technique is used. Assuming the same amount of new 
investment Ol, the capital-intensive technique creates IB employment 
while the labour-intensive technique creates 1C employment. But the 
labour-intensive technique creates only OD output while the capital- 
intensive technique creates larger output OE. Thus the capital-intensive 
technique creates less employment but more output while the labour- 
intensive technique creates more employment but less output 
Urbanisation following industrialization through the establishment of 
capital-intensive industries will affect a number of other social and 
economic factors • including population growth. Further, capital- 
intensive production processes imply a long life of capital goods. 
Therefore, a smaller proportion of the gross investment resources will 
be required for replacement of worn out capital goods and a larger 
proportion is available for future capital formation. Another important 
argument in favour of such techniques is that though they absorb less 
labour in the short run, yet they arc capable of absorbing more labour in 
the future as the growth rate will be faster in the long run. 1 
Its Criticism. There arc, however, certain objections to this criterion 
First, the reinvestment quotient is based on the assumption that 
consumption remains constant overtime But this is untenable For as 
pointed by A.K. Sen, with additional employment the total consump- 
tion of the community is likely to increase and unless the increase in 
output as a result of additional employment is greater than the increase 
in consumption resulting from it, the volume of invcstiblc surplus will 
fall. This will adversely effect the growth rate of the economy 11 
Secondly, this criterion rests on the assumption that whatever is 
received as wages is spent on consumption and whatever is not paid to 
labour is reinvested. In fact, there are likely to be leakages in the 
wage-stream and profit-stream flowing into consumption and invest- 
ment channels respectively. With the increase in real total output, 
workers might feel better off than before even at the same wage rate and 
may save something. The doctrine makes no allowance for capital 
depreciation cither, which is sure to reduce the rcinvcstiblc surplus. 
Thus, the authors fail to discuss the problems which may ensure wages 
to be spent exclusively on consumption and thereafter the surplus toi* 

J, A.K. Sen, “Some Note* on if* Choice of Capita] Intensity in EV* ri *^* 
Planning, - Quarterly Journal o( Economics, November 1967. 
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reinvested. 

Thirdly, it goes against the principle of marginal productivity c 
capital. As the amount of capital is increased in successive doses after 
point its productivity starts declining. This implies a fall in output pe 
capita and in the reinvestment quotient. 

Fourthly, the contention that highly capital-intensive processes have 
large reinvestment potential does not appear to be correct. A high! 
capital-intensive industry like the iron and steel will not yield outpu 
until several years have elapsed. On the other hand, modern smal 
enterprises possess a high reinvestment coefficient and thus use mor< 
capital and more labour per unit of output than large factories. 12 

Fifthly , the concentration upon large scale capital-intensive Industrie: 
is beset with a number of practical difficulties in underdevelopec 
countries. Due to lack of skilled labour and entrepreneurial ability, the 
efficient management of large undertakings is difficult. Further, due to 
t e non-availability of sufficient capital for small enterprises, consumer 
goods industries are unable to develop, thereby .leading to inflationary 
pressures in the economy. 

Sixthly, t he investment criterion is lopsided, for it does not study the 
ettect of balance of payments on investment. In an underdeveloped 
economy there is an acute scarcity of capital goods which have to be 
unporte and they worsen the already tight balance of payments 


Seventhly, Otto Eckestein is of the view that instead of depending o 
he reinvestment criterion for planned investment, it may be better t 

_ 1“,, measure £ s to attain an inc °me distribution which will yiel 
sufficient savings for the purpose of investment. 

coJnmm^ 1 e reinvestment criterion neglects the importance , c 
tion mav h’ ^ 61 Jt advocates ‘ ts curtailment. But current cohsump 
reinvestihlp f 111016 ln iportant than future consumption, and th 
community T have t0 fae cut d °wn in the interest of th 
capital eoorte ca £ ^ tin ^ consumer goods sector in: favour of th 
economv and °>h 1S wrou S^ lt ^ with serious consequences both for th 
commodities at & ’ s b° unc i to lead to scarcity of essentk 

“ nren in an unLde,dope ' 

problem of us , e f reinvestment criterion perpetuates th. 

greater n deeree C (?f 1 | dlStn ^? l ir n ° f “ s “ ch “OPOnSs. There is ; 

nequal distribution of income between the wag< 

Dhar and H.F. Lydall, op. cit.- 

IntenempoW Welfare Economic Development and the Theory c 

, Quarterly Journal of Economics, February 195/ 
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earners and the capitalists and between those who obtain immediate 
employment and those who arc left unabsorbed . 14 Lastly, this criterion 
docs not reckon those cases of development planning in which the 
present income is valued more than the future income for facilitating the 
expansion of the capital goods sector and in which a lower growth rate 
but a higher rate of income in the immediate future is to be preferred . 15 

Conclusion. Despite these limitations, the reinvestment criterion is 
useful as a first approximation towards accelerating the rate of income 
growth in an underdeveloped economy. It is more realistic than the 
social marginal productivity criterion, for it takes into consideration the 
effects of population growth on the rate of investment in the future. 
The Time Series Criterion 

A.K. Sen has put forward the “time senes" cntcrion. l6 The criterion 
seeks to maximise output within a given period of time. Given the 

■ :*»■.' : ■ ‘ • ■■■■.•! t*..| 

«. i . t : ! .! 

the time-horizon. Suppose that there are two projects H (capital- 
intensive) and L (labour-intensive) and time horizon in ten years, at the 
end of which total returns in each case arc 100 million. This is shown in 
Table 60.1. 

Table 60.1 



Project I 

Project 11 

Period 

(Capital- Intense e) 

(Labour- Intrasite) 

(in year) 

H 

L 


( Returns m millions) 

(Returns in millions) 

I 

40 

6 0) 

2 

50 

7 0) 

3 

60 

8 0) 

4 

7.5 

9 0) lb) 

5 

90 

10 0) 

6 

103 

110) 

7 

12.0) 

113 

8 

133) 

120 

9 

15 0) (a) 

125 

10 

173) 

13 0 


100 0 

100 0 


(j) esc ess osef L 58.0-r9.0-9 0 
(b) excess o'er U 51 0-42 0-9 0 


“H.Myiol. The Ccoootmcs of DcteJopu; Countnes. 1967, p. 139. 

,5 1CN. Prasad, op. Of. 

**A K- Sen. 'Some Note* on the Choice of Capital Intensity ifl 
PU nowg,~ Quarterly Journal of Economics, November 1967 Also ^ ►*“ \ 

Tecbmjues. Chs. U. V, VU and Vlll. * N 
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The returns of the H project are less (42 million) in comparison to 
those of the project L (51 million) over the first six years while in the 
remaining four years the returns of the. //project rise more than that of 
the L project. The returns rise from 42 m to 58 m in the case of project 

H and fall from 51 m to 49 m in project L. 
Since the total returns are the same (/.e., 
100 million) from both the projects, the 
overall position is one of indifference. . 
The important point is as to whether the 
initial loss in output by adopting a capital 
intensive project is recovered within the 
time period of ten years or not. The time 
taken by the capital-intensive technique 
to overcome its initial deficiency in out- 
put over the labour-intensive technique is 
called by Sen “the period of recovery”. 
This is explained with the help of the 
diagram above reproduced from Sen. 

[H and L curves show the flow of real'output during 
a given time horizon with the two techniques. Techniques H (see Table 60.1) gives lower 
output in the beginning but a higher rate of growth than technique L. Up to the time 
period £>, technique L gives more output over technique H. At the point of time R, 
technique H makes up this deficiencey when it give CJ3Q more output over technique L. 
The period OR is the period of recovery which makes the area ABA t =CBC, area]. 

Thus for any pair of techniques a period of recovery can be found out. 
In choosing between the techniques the period of recovery should be 
compared with the period we are ready to take into account. If it is 
found that the period of recovery is longer, that is, if within the 
time-horizon, the loss in output, by adopting technique H is not- 
recovered by the excess of output we should choose technique L. If 
reverse is the case, technique H may be chosen. To the extent real 
wages are within control and the taxation system is capable of providing 
any rate of saving, the quantitative importance of the conflict between 
the maximisation of immediate output and the future growth rate is less. 
But so long as there is some conflict between the present and future, the 
choice will depend on the time discounted use. To say, therefore, 
according to Professor Sen, “that over-populated countries should 
always prefer labour-intensive methods conceals an implicit preference 
for present over future, and represents a very short planning horizon. 
On the longer planning horizon, the more we calculate the future rate of 
growth over the present level of consumption and employment, the 
mpre we should favour capital intensive methods which are capable of 
yielding a larger surplus of output over wage costs for a given' capital 

outlay and so make possible a higher rate of reinvestment for the 
future.” 



FIG. 60.2 
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This criterion by taking into consideration the element of time for 
determining production techniques in an underdo eloped economy 
becomes more realistic than the other criteria discussed above. 

Its Limitations. But Sen himself points out three limitations of his 
concept. 

First, the taking up of a particular ttme-honzon, say of ten years, is 
arbitrary. 

Secondly, it is not possible to dense the time senes for all times to 
come. Therefore, the planning period has to be definitely fixed. But this 
creates some serious problems When the time limit is about to end. 
labour-intensive technique might be selected in order td inflate the 
quality of output and thus capital formation is neglected- As a result, 
investment will fructify after the time limit and it might not be possible 
to compensate for the depreciation of machinery 

Thirdly, factors like technological change, wage rate, propensity to 
consume, etc,, on which the study of time senes depends may all be 
changing and make the forecasting of future investment and output not 
only difficult but also erroneous. 

Lastly, Professor Prasad is. however, of the view that there is nothing 
novel about this critenon. If the period of recovery is very short, this 
criterion in practice becomes the net rate of turnover critenon and if the 
period of recovery is very long, it corresponds to the reinvestment 
criterion. In the end we are left with the question, what entenon is there 
for the choice of a time penod ?” 17 

Conclusion 

The various investment criteria discussed above are not different in 
their ultimate objective, that of the maximisation of national output 
Only the approach routes differ. The different components of national 
income (consumption, sav ing and investment) arc used by economists to 
maximise the total output by giving more or less importance to one or 
the other. Some investment criteria aim at maximising total output at a 
point of lime while others over a period of time But all criteria arc 
incomplete because they neglect the influence of such factors as 
population growth, tastes, technical progress, market conditions, dis- 
tribution of income, price changes, balance of payments and social and 
cultural conditions on the level of investment in one way or the other. 
Contrariwise, they also fail to study the impact of investment on these 
factors. Ev cn the use of input-output technique and the concept of shadow 
prices and costs have failed to solv c this problem satisfactorily. But despite 
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these apparent theoretical and practical limitations, the various invest- 
ment criteria are being increasingly made use of in the programming of 
resource allocation in almost all the developing countries of world 
including India. It is, however, essential that they must be in keeping 
with the social and economic objectives of the developing country. 



Chapter 61 

ECONOMIC PLANNING AND PRICE MECHANISM. 


INTRODUCTION 

The price mechanism 1 is a system of economic organisation in which 
each individual in his capacity as a consumer, producer and resource 
owner is engaged in economic activity with a large measure of freedom. 
It is related to a free market economy where the factors of production 
are privately owned. Individuals are free to choose any occupation, to 
buy and sell goods and services from anyone and to anyone based on mu- 
tual benefit at prices determined by market forces.Ultimately the price 
mechanism leads to the maximization of efficiency and output through 
the cquilibriating forces of demand and supply for goods and services. 
But the analysis of the price mechanism is based on certain restrictive 
assumptions: the existence of perfect competition of the product and 
factor markets; perfect knowledge about present and future price and 
non-price, variables; the prevalence of constant returns to scale; the 
absence of external economies; perfect divisibility of capital; no changes 
in population and in the tastes, habits and fashions of consumers, and 
the maximization of profits by producers. Our main task is to find out 
the relevance of the price mechanism in the context of economic 
planning. 

Price Mechanism In a Planned Economy 

• The price mechanism is a distinguishing feature of a free market 
economy and hence' it is contended that the price mechanism has little 
relevance in a planned economy. Under economic planning the various 
dements of the price mechanism — costs, prices and profits— arc all 
planned and calculated by the planning authority in accordance with the 
targets of the plan. Thus in a planned economy rational economic 
calculation is impossible because unlike a free market economy the 
price mechanism is regulated and controlled The various assumptions 
under which the price system works do not hold good under planning 
This matter had been holly debated from the beginning of the twenue* 
Professor Ludvig von Mises was the first to declare that ccoao=*- 

'For a detailed Hudy of the role of pnee medmusn refer to author'* 

Economic Theory, Ch. 5. 



618 


The Economics of Development and Planning 


planning was doomed to failure in the absence of a free market 
mechanism. He was supported by Hayek and Robbins who held that to 
assign rational valuations to the means of production without private 
property might be logically conceivable, but it was practically impossible. 
Professor Robbins wrote: “On paper we can conceive this problem to be 
solved by a series of mathematical calculations. But in practice it is quite 
unworkable. It would necessitate the drawing up of millions of statistical 
tables based on many more millions of individual computations. By 
the time equations were solved, the information on which they were 
based would have become obsolete and they would need to be 
calculated again.” Thus the price mechanism would be a farce under 
economic planning. 

On the other hand, Taylor, Lerner, Lange and many others have 
shown the working of the price mechanism under economic planning. 
According to Oskar Lange, “The actual capitalist system is not one of 
perfect competition, it is one where oligopoly and monopolistic 
competition, prevail. This adds a much more powerful argument to the 
economists for economic planning, ” 2 and the price mechanism can be 
changed to meet requirements of the national plan. He points out that 
Mises failure to recognise a rational system under economic planning 
stems from his confusion regarding the true nature of prices in a socialist 
society. Prices may be determined by independent buyers and sellers or 
they may be an index of terms on which alternatives are offered”. 
Mises errors in assuming that prices can' be determined only in the 
former sense. • 

Lange, therefore, does not agree that in the absence of a competitive 
market there is no practical method of discovering the right prices. He 
agrees with Taylor and asserts that the method of ‘trial and error’ for 
determining accounting prices under a planned economy would need 
the solution of only those equations which relate, to the consumers and 
t e> managers of production. The rational allocation of resources under 
economic planning in the light of a competitive market requires the 
satisfaction of three conditions of equilibrium. First, each producer and 
consumer must adjust his selling and buying in such a manner that he 
cannot add to either his income or his ; satisfactions. This is the 
^ U , condition of equilibrium. Secondly, each, price must be 

^ * e u t0tal suppl y anc * demand for each commodity are equal, 
this is the objective condition” of equilibrium. Thirdly, the incomes of 
consumers must equal their receipts from selling productive services 
plus profits. These three conditions are fulfilled by the “parametric 
nc ion o prices whereby each individual tries to adjust himself to the 

'° n tbe Ec °™mic Theory of Socialism. Italics mine. 
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actual market price through the process of trial and error. “The process 
of trial and error goes on until the objective condition of equilibrium is 
satisfied and equilibrium finally reached Actually, it is historically given 
prices which serve as a basts for the process of successive trial.” Tor the 
satisfaction of these subjective and objective conditions in a planned 
economy, the planning authority should lay down two rules for the 
guidance of plant managers: (/) each manager, should combine produc- 
five goods and services in such a manner that the average cost of 
producing a given output is the minimum; and (11) each manager should 
choose that scale of output which equalises marginal cost to prices. In a 
planned economy raw materials, machines and other inputs arc sold by 
public enterprises at prices which are equal to their marginal cost of 
production. So pricing in a planned economy is based on marginal-cost 
pricing like that in a capitalist economy. If the price or marginal cost of 
commodity is above the average cost of production, the plant managers 
will cam profits, and if it is below the average cost of production they 
will incur losses. In the former case, the industry would expand and in 
the latter case the industry would cut down production, and ultimately a 
position of equilibrium would be reached where pnce equals both 
average and marginal cost of production Thus as pointed out by Lange, 
“The rules of consistency of decisions and of efficiency in earning them 
out are in socialist economy exactly the same as those that govern the 
actual behaviour of entrepreneurs on a purely competitive market." 

But how can the planning authority find out the equilibrium market 
and accounting prices? Starting from historically given prices, it can 
instruct the plant managers to regard them as correct pnccs. Jf they arc 
wrong, surpluses or shortages will emerge. Pnccs will be readjusted 
accordingly. This process wall continue till the equilibrium position is 
reached. This leads to the rational allocation of resources and this is how 
price mechanism operates under economic planning. According to 
Lange, “This trial and error procedure would or at least could, work 
much better in a socialist economy than in a competitive market. For the 
Central Planning Board has a much wader knowledge of what is going on 
in the whole economic s)stcm than any private entrepreneur can ever 
have, and consequently, may be able to reach the nght equilibrium 
prices by a much shorter series by successive tnals than a competitive 
market actually docs. 

Th us it is w rong to say that the pnce mechanism hasnorclcvancema 
planned economy. Rather, it works better in a planned economy than tn 
a capitalist economy. The former is able to minimize the malallocauon 
and wastage of resources associated with the working of the price 
mechanism under the latter. The planning authonty being better 
equipped in locating mistakes, price-output fluctuations and in rectify* 

l " 
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ing them, the economy is able to secure optimum utilisation and 
production of resources. Moreover, a planned economy brings about an 
optimum income distribution in the society. The price mechanism helps 
in achieving all this under economic planning in two ways. First, it 
serves as a basis of accounting — a means to evaluate and compare cost 
of production and output based, on accounting prices and costs. 
Secondly, it acts as an incentive to the people to do things in accordance 
with plan targets. Thus the role of the price mechanism in economic 
planning lies in assuring the maximum productive efficiency of the 
economy through proper cost accounting and in providing sufficient 
incentives to the people. 

Price Mechanism in an Underdeveloped Economy 

The price mechanism being closely associated with free market 
developed economies does not work properly in underdeveloped 
-economies. There is little dispute over this. But economists differ over, 
the role of the price mechanism under development planning. There is 
the view that the price mechanism should be allowed to operate in the 
interests of efficient resources allocation and for providing incentives to 
the people. The majority view holds that the price system is ineffective, 
unreliable and irrelevant for the solution of the complex problems faced 
by underdeveloped countries. The state should, therefore, assume 
control over the market system and change it in accordance with the 
targets of the national plan. It should use development planning to 
improve and strengthen the market mechanism rather than supplant it 
with overall controls. 

According to the first view, a properly functioning market system 
tends to stimulate both economic efficiency and economic growth in 
various ways. The availability of variety of goods through the market 
stimulates the consumer to work harder in order to increase his income. 
The market system provides an incentive to entrepreneurs to innovate 
and invent to bring about technological improvements. Thus it leads to 
the accumulation of both human and physical capital. People acquire 
the critical skills in order to earn a higher reward and accumulate 
physical capital to earn higher profits. Besides, the price mechanism 
does all this automatically without requiring much of administrative 
interference. As an administrative instrument it is relatively cheap to 
operate in comparison with the costs and difficulties of controls under 
planning. 

Economists are, however, sceptical about the reliance on the price 
mechanism to stimulate rapid economic development in ■underde- 
veloped countries. The price mechanism is in a rudimentary form in 
such economies. It is too weak to bring about the necessary changes 
required for rapid development. If such, economies are left free to 
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market forces they may lead to wide fluctuations and keep them 
stagnant. 

Investment decisions cannot, therefore, be left to the free working of 
the market forces. There arc various reasons why the price mechanism 
does not function properly in underdeveloped countries. One of these is 
the inelastic supply of products. When the demand for a product 
increases, its supply is unresponsive. The reasons are the small size of 
markets, the lack of the means of transport and communications, the 
lack of capital, intermediate goods and personnel with entrepreneurial, 
managerial and labour skills. Moreover, a decrease in price docs not 
induce increases in demand for a given product because of the low level 
of income. Under the circumstances, producers in underdeveloped 
countries know that even if they try to produce more at a price which 
seems attractive, they will saturate the market, the price will fall and 
they will lose. Thus the price mechanism performs poorly in such 
economies due to the lack of social and economic overhead capital, 
intermediate goods and the small size of markets 
Second, the price mechanism works imperfectly because of the 
ignorance and unfamiliarity with market mechanism in such economies 
A large part of the economy comprises the non-monctiscd sector where 
people arc engaged in barter trade. They are not aware of the working 
of the market system. As a result, the pnee mechanism is not able to 
bring about an efficient resources allocation Further, certain institu- 
tional factors are responsible for bringing about price distortions and 
retard the smooth operation of the price mechanism. The product, 
factor, money and capital market arc not organised properly. Mostly 
peasants produce for subsistence and even when the marketable surplus 
is available it cannot be sold at remunerative prices due to the lack of 
market organisation and intelligence. Trade in agricultural products is 
concentrated into the hands of a few intermediaries which is more akin 
to monopoly rather than perfect competition In the factor market, 
wages arc much lower in the non-organised agricultural sector while 
they are even higher than the opportunity cost of labour in the industrial 
sector where labour is organised in strong unions Labour m these two 
categories assumes the nature of non-competing groups because the 
former is unskilled and the latter is skilled. In th money market, the 
market rate of interest is much higher than the bank rate Rather, it 
varies over a wide range. It is scry high in the rural sector where 
sufficient credit facilities arc not available and the farmers have to 
depend upon the moneylender who enjoys a sort of monopoly Where 
credit facilities arc provided by the government in certain cases to 
agriculturists and small businesses tor specific purposes, the rate of 
interest is modest. The capital market is unorganised and scattered 
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ing them, the economy is able to secure optimum utilisation and 
production of resources. Moreover, a planned economy brings about an 
optimum income distribution in the society. The price mechanism helps 
in achieving all this under economic planning in two ways. First, it 
serves as a basis of accounting — a means to evaluate and compare cost 
of production and output based on accounting prices and costs. 
Secondly, it acts as an incentive to the people to do things in accordance 
with plan targets. Thus the role of the price mechanism in economic 
planning lies in assuring the maximum productive efficiency of the 
economy through proper cost accounting and in providing sufficient 
incentives to the people. ' 

Price Mechanism in an Underdeveloped Economy 

The price mechanism being closely associated with free market 
developed economies does not work properly in underdeveloped 
economies. There is little dispute over this. But economists differ over, 
the role of the price mechanism under development planning. There is 
the view that the price mechanism should be allowed to operate in the 
interests of efficient resources allocation and for providing incentives to 
the people. The majority view holds that the price system is ineffective, 
unreliable and irrelevant for the solution of the complex problems faced 
by underdeveloped countries. The state should, therefore, assume 
control over the market system and change it in accordance with the 
targets of the national plan. It should use development planning to 
improve and strengthen the market mechanism rather than supplant it 
with overall controls. 

According to the first view, a properly functioning market system 
tends to stimulate both economic efficiency and economic growth in 
various ways. The availability of variety . of goods through the market 
stimulates the consumer to work harder in order to increase his income. 
The market system provides an incentive to entrepreneurs to innovate 
and invent to bring about technological improvements. Thus it leads to 
the accumulation of both human and physical capital. People acquire 
the critical skills in order to earn a higher reward and accumulate 
physical capital to earn higher profits. Besides, the price mechanism 
does all this automatically without requiring much of administrative 
interference. As an administrative instrument it is relatively cheap to 
operate in comparison with the costs and difficulties of controls under 
planning. 

Economists are, however, sceptical about the reliance on the price 
mechanism to stimulate rapid economic development in •underde- 
veloped countries. The price mechanism is. in a rudimentary form in 
such economies. It is too weak to bring, about the necessary, changes 
required for rapid development. If such Rmnnmifts are left free to 
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dispense with the market system altogether as it is done in a centrally 
planned economy. Rather, development planning should improve and 
strengthen it in order to achieve the twin objects of the price mechanism 
under economic planning — to serve as a basis of accounting and to 
provide an incentive to the people. This can be achieved in a mixed 
economy where the government formulates the development plan and 
creates the necessary conditions for development. It provides political 
and monetary stability, and economic and social overheads. Data about 
the available resources and development potentialities of the economy 
are made known. The targets to be achieved during the plan period arc 
laid down. The financial resources for the plan arc estimated The state 
carries out investment itself, directly manages resources for production 
and even controls prices of products and services. Last but not least, it 
facilitates, guides, controls and encourages private enterprises. A 
proper price mechanism is essential to calculate costs and prices of 
products and services and to provide incentives to both the public and 
private sectors of the economy It is easy to invest in the required 
channels in the public sector in keeping with the plan targets and also to 
provide sufficient incentives. But to induce the private sector to invest 
and produce in accordance with the requirements of the plan, 
necessitates an appropriate price mechanism. Besides providing the 
necessary infrastructure in the form of social and economic overheads, 
the private sector may be given cheap credit facilities, rebates, 
subsidies, tax concessions. Moreover, divergences, if any. between 
social and private returns can be offset by appropriate tax resources and 
subsidies. But the perfection of the market system through such 
measures cannot lead to economic equality and rapid development 
simultaneously. A just income distribution must follow rapid growth 
because too much emphasis on the reduction of income inequalities will 
retard development . 3 Lastly, it is difficult nay impossible to forecast 
price changes when the elasticities arc low in underdeveloped countries. 
U is, therefore , necessary to decide how much to rely on pnees and how 
far to assume that the price system is incffecivc so that planning 
authority must ensure that the economy will produce what is demanded 
at whatever prices. If the price system works to an extent, investment 
can concentrate on the most profitable enterprises and except the 
trimming and balancing to be undertaken by the planning authority . 4 

Such a decision, however, depends on the stage of economic 
development through which an underdeveloped country is passing. If it 
is in the early phase of development, the price mechanism is of little 

Jobs**!. Money, Trade irxi Ecooom*c Growth. IVel 
4 C.P. KitKllcbcrgcf. op. at., lubes nuoe. 
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which makes the transference of funds to productive channels difficult. 
Thus, due to the distortions of the product, factor, money a*nd capital 
markets the price mechanism does not operate properly in under- 
developed countries. 

Again underdeveloped countries are not free market economies. 
Here the government intervention is inevitable to push them off the 
dead centre of economic activity which obstructs the wQrkmg of the 
price mechanism. The prices of products are controlled and regulated to 
adjust supplies to demand in order to avoid inflationary pressures. The 
government also fixes minimum wages in the case of sweated labour. 
Infant industries are provided protection through subsidies and import 
restrictions. So less efficient firms operate at higher costs and. losses. 
Even consumers are required to pay higher prices due to import 
restrictions on commodities. Certain enterprises are run as public 
undertakings whose commodity prices are fixed by the state. So the 
state plays a major role in making the price mechanism inoperative in 


underdeveloped countries. 

Besides the market system leads to the inequalities of income and 
wealth and the concentration of economic power in the hands of few 
people. There also arise divergences between social and private returns. 
Since the governments of underdeveloped countries aim at the 
reduction of inequalities of income and wealth, they put impediments 
on the working of the price mechanism. 

The above factors lead to the obvious conclusion that, the price 
mechanism itself cannot bring about an equilibrium between aggregate 
demand and aggregate supply. It is unable to overcome structural 
rigidities and break the vicious circles operating in the underdeveloped 
countries. And finally, individual investment decisions cannot be relied 
to mobilise and utilise efficiently the available resources for accelerated 
development of the economy. As aptly put by Professor Galbraith, 
“The market cannot reach forward to take great strides when these are 
called for. As it cannot put a man in space so it cannot bring quickly into 
existence a steel industry where there was little or no steel making 
capacity before. Nor can it quickly create an integrated industrial plant. 
Above all, no one can be certain that it will do so in countries where 
development has lagged and where there is not only a need for 
development but an urgent demand that it occur promptly. To trust to 
the market is to take an unacceptable risk that nothing or too little, will 
happen.” 

It is, therefore, contended that the market system should be 
controlled by deliberate state action in the form of economic planning to 
increase the rate of economic growth and to have an equitable 
distribution of income and wealth. There is, however, no need to 
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dispense with the market system altogether as it is done in a centrally 
planned economy. Rather, development planning should improve and 
strengthen it in order to achieve the twin objects of the price mechanism 
under economic planning — to serve as a basis of accounting and to 
provide an incentive to the people. This can be achieved in a mixed 
economy where the government formulates the development plan and 
creates the necessary conditions for development. It provides political 
and monetary stability, and economic and social overheads. Data about 
the available resources and development potentialities of the economy 
axe made known. The targets to be achieved during the plan period are 
laid down. The financial resources for the plan are estimated. The state 
carries out investment itself, directly manages resources for production 
and even controls prices of products and services. Last but not least, it 
facilitates, guides, controls and encourages private enterprises. A 
proper price mechanism is essential to calculate costs and prices of 
products and services and to provide incentives to both the public and 
private sectors of the economy. It is easy to invest m the required 
channels in the public sector in keeping with the plan targets and also to 
provide sufficient incentives. But to induce the private sector to invest 
and produce in accordance with the requirements of the pUn, 
necessitates an appropriate price mechanism. Besides providing the 
necessary infrastructure in the form of social and economic overheads, 
the private sector may be given cheap credit facilities, rebates, 
subsidies, tax concessions. Moreover, divergences, if any. between 
social and private returns can be offset by appropriate tax resources and 
subsidies. But the perfection of the market sjstcm through such 
measures cannot lead to economic equality and rapid development 
simultaneously. A just income distribution must follow rapid growth 
because too much emphasis on the reduction of income inequalities will 
retard development . 3 Lastly, it is difficult nay impossible to forecast 
pncc changes when the elasticities arc low in underdeveloped countncs 
It is, therefore, necessary to decide how much to rely on prices and how 
far to assume that the price s>stcm is ineffccivc so that planning 
authority must ensure that the economy will produce what is demanded 
at whatever prices. If the price system works to an extent, investment 
can concentrate on the most profitable cnterpnscs and except the 
trimming and balancing to be undertaken by the planning authority * 
Such a decision, however, depends on the stage of economic 
development through which an underdeveloped country is passing If it 
is in the early phase of development, the pncc mechanism is of little 

’H.G. Jotuuoo. Money, Trade and Economic Gn>» th. 1962 
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importance. The main problem is to increase the productive capacity of 
the economy and to evolve an exchange economy by state action. This 
will mean ‘deliberately distorting the price and cost differentials and 
holding on to these distortions (as in the case of an effective 
protectionist policy or a farm support programme to increase the food 
supply) instead of letting the prices and costs be distorted by random 
imperfections of the market and short run and speculative factors 
associated with inflation and balance of payments difficulties.” Tt 
implies strengthening the price mechanism where it is the weakest in the 
economy through economic planning. Ultimately, it is only when the 
economy has reached a higher stage of development that the price 
mechanism plays its dual role of providing highest efficiency through 
proper cost accounting and appropriate incentives under development 
planning. Thus “rational economic planning must aim at enlarging 
markets and utilising for its purposes the price formation that takes 
place in the markets which are thus expanded .” 5 




S G. MyrdaJ, Economic Theory and Underdeveloped Regions, 1957. 
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PLANNING IN INDIA 


Chapter 62 

OBJECTIVES AND ACHIEVEMENTS OF 
INDIAN PLANNING 


HISTORY 


Planning as an instrument of economic development in India goes back 
to theyear 1934 whhen Sri M. Vtsvcsvaryya published his book Planned 
Economy for India. This was a bold and constructive blueprint for a 
ten-year programme of planned economic development of India This 
pioneering work created keen interest in academic circles in the cult of 
planning. As a result, some more books appeared on the subject They 
were Dr P.S. Loknathan’s Principles of Planning, N.S Subha Rao’s 
Some Aspects of Planning and K.N Sen’s Economic Reconstruction. 

In 1938, the fi rst " ’ p lan f or 

I ndia/whcn the Nai md er the 

C hairmanshi p ofFan _ * ». ~ am mi t tee 

was Interrupted due to the~Sccond World War and the political 
disturbances following the resignation of the Congress ministries It was 
only in 1948 that the committee could release a senes of reports on 
planning in India. 

In the next few years, eight leading industrialists of Bombay became 
convinced of the need for planning and took the initiative of preparing 
“A Plan of Economic Development for India li was published in 
January 1944 and came to be known as the "Bombay Plan It w a m 





1944 figures -durin g fifte en y ears i 

*~ln August 1944, the Government of India created the Planning 
Development Department under the charge of Sir A Dalai T** 
Department prepared a short-term plan for post-War reconstruct ,J 
the economy and a long-term plan for the economic development a 
country. _ 
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Almost simultaneously with the Bombay Plan, the “People Plan” 
drafted by M.N. Roy on behalf of the Indian Federation of Labour was 
announced. It envisaged an outlay of Rs 15,000 crores in 10 years, and 
aimed at laying the greatest emphasis on the development of agriculture 
and consumer goods industries through the nationalization of ail 
agricultural production and. distribution. The People’s Plan was thus 
fantastic and impracticable. 

A plan of Gandhian principles was. put forward by Principal S.N. 
Aggarsval of Wardha Commercial College. The Gandhian Plan was a 
modest one with an outlay of Rs 3,500 crores. It aimed at developing a 
decentralized self-sufficient agricultural society with emphasis on the 
development of cottage industries. It was essentially an idealist plan- 
which neglected the development of basic and heavy industries. 

In 1946, a Planning Advisory Board was set up by the Interim 
Government for a rapid review of the projects prepared by the various 
government departments and to report on them. The Board submitted 
its report in December 1946. ' 1 

Immediately after independence, the All India Congress Committee 
appointed the Economic Programme Committee with Pandit Jawaharlal 
Nehru as the Chairman in November 1947. The AICC resolution stated: 
“Our aim should be to evolve an economic structure which will yield 
maximum production without the operation of private monopolies and 
concentration of wealth and which will create a proper balance between 
urban and rural economies. Such a social structure can provide an 
alternative to acquisitive economy of private capitalism and the 
regimentation of totalitarian state.” This is how the idea of mixed 
economy came to be formulated in India’s economic development. The 
Economic Programme Committee submitted its detailed proposals on 
25 January 1948 and recommended the institution of a permanent 
planning commission. 

"On 6 April 1948 the First Industrial Policy of the National 
Government of India was announced, which outlined the future pattern 
of India’s economic development. On 26 January 1950 the New 
Constitution of the Republic of India came into force, which enunciated 
the' Directive Principles of State Policy — another milestone to be 
followed by the State for the economic rejuvenation of the country. 

In March 1950, the Planning Commission was set up by the 
Government of India under the Chairmanship of Pandit Jawaharlal 
Nehru to prepare a Plan for the “most effective and balanced utilization 
of the country’s resources.” In July 1950, the Commission was asked to 
draw a six-year plan for the economic development of the country which 
was incorporated in the Colombo Plan. In J uly 1951, the Pl annin g 
Commission is sued the draft outline of the First Five-Year Plan f or the 
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period Apnl 1951 to Mar ch. 1956. It was in December 1952, that.thc 
fin al version of I ndia’s First Five-Year Plan -was presented to the 
Parliament by the Commission. 

FIRST PLAN (APRIL 1951— MARCH 1956) 

India's First Five-Year Plan was essentially a preparation for more rapid 
development in the future. It wa s prepared. byjhe Planning Commission 
oqa_“rush order’.', basis. Even then it came up one and half years late 
from the date of its operation, i.c ., Ap nl J951, the Pl an was presented 
tctihemalion in December 1952. ThiTPIanning Commission produced a 
“Modest Plan” under the prevailing conditions. The Plan was a means 
to integrate the various post-War reconstruction projects undertaken by 
the union and state governments and thus to repair the damage done to 
the economy by the Second World War and the Partition. 

Objectives. According to the Planning Commission, the main 
objectives of the First Five-Year Plan were two-fold: (0 to co rrect 
disequil ibri u m in the econom y c aused by the. War jind. the Partitioned 
(TiTto init iate a process of all-round balanced devdopmcnUof-thc 
cconomy ._for.Jhc .future.. There were, however, certain subsidiary 
objectives: (a) to r aise prod uctivity of food and.rqw.matcnals; (b) to 
implement sucfTschcmcs as would lead. to the. creation of. economic 
overheads- and* increase employmenf opportunities, i.e.,_ transport, 
irriga tion amrmulri ptirpose* river valley projects; <c) to expand social 
services on a wider scale ;_and (d) to provide for an efficient and 
adequate administrative machinery in all the states for carrying out 
development programmes in the country. k 
'Outlay.' Initially, the Plan envisaged anj>u.tlayjiLRi2J169xrorcs for 
the public sector, which was finally raised to Rs 2,378 crorcs. But the 
actual expenditure incurred did not exceed even the original estimate. It 
was Rs 1,960 crorcs. Priorities and pattern of the outlay m the public 
sector during the First Five-Year Plan arc shown in Table 63.1 of 
Chapter 63. Total _ in v estment (public and private) during the Plan^ 
amou nted, to J& lX 360. acres,. 9A. per cent of if cam£Ui3nT damcUIc 
re$ources_and.6.per cent from foreign sources. I 
A Critical Appraisal. The First Five-Year Plan sustained the hopes of 
the planners by achieving its objectives to a large extent. DomcsUc 
nroduction increased and the economy was strengthened. National 
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was up by 10 per cent. 
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In the agricultural field, production of foodgrains rose by. 20 per cent, 
of cdt ton' by 45~pef cenrand of dilseeds'by 8 per cent. The index number 
of agricultural production for all crops increased from 26 (1949- 
50 = 100) in 1950-51 to 117 in 1955-56. 

Industrial production increased by 38 per cent. The overall installed 
power capacity rose from 2.3 million kilowatts. Irrigation facilities were 
extended to 16 million acres of land— 10 million acres through smaller 
works and 6 million acres through major works. During the Plan period, 
work was accelerated on a number of multi-purpose river projects such 
as the Bhakra-Nangal, Damodar Valley and Hirakud, while many new 
major project were started on the Chambal, Rihand, Koyna and Kosi. 

In the field of transport and communications, the progress was quite 
satisfactory. During the Plan period, 30 new main bridges were 
constructed, 636 miles of missing links were provided on national 
highways and 4,000 miles of existing roads were improved. In rail 
transport, 300 miles of new lines were laid and 430 miles of dismantled 
railway lines were repaired. Production of locomotives increased during 
the Plan period from 2 to 179, of coaches from 673 to 1,221 and that of 
wagons from 3,707 to 14,317. 

' A significant step undertaken during the Plan was the launching of the 
Community Development and National Extension Services programme 
on 2 October 1952. By the end of the Plan, this programme had been 
extended to 78 million persons in 1,40,000 villages. Another achieve- 
ment in the social sphere was the introduction of tenancy reforms and 
the abolition of intermediaries in almost all the states. 

Over the Plan period, money supply increased by a little over 10 per 
cent. But the price level came down by 13 per cent in 1955-56 as 
compared with 1950-51. The cost of living index also registered a 
decline. 

The balance of payments position was more satisfactory than 
anticipated. In the original estimates an average annual deficit of Rs 180 
to 220 crores was visualised. In actuality the deficit for the entire Plan 
period amounted to Rs 30 crores after taking credit for ‘official 
donations’ totalling to Rs 96 crores. As regards sterling balance, the 
actual withdrawal was Rs 138 crores against Rs 290 crores stipulated in 
the Plan. 

To conclude with the Planning Commission, “First Five-Year Plan 
was instrumental in briging about a marked improvement in the levels of 
production both in agriculture and industry! It also initiated a number of 
structural and institutional changes.” 1 

Despite all these achievements, the First Plan was simply a 


l GOI, Review of the First Five-Year Plan, p. 13. 
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transitional plan. It did not introduce fresh schemes and was an attempt 
to synchronise and coordinate the post* War development programmes. 
The targets laid down were very modest. Thus there was little difficulty 
in achieving these targets. Good monsoons made the situation all the 
more easy. 

It was an imperfect plan which was prepared in haste without making a 
through assessment of the physical resources ol the country. It was 
essentially a financial plan But even in the financial field, shortfalls in 
expenditure occurred in almost all the heads. As already pointed out, 
there was a shortfall of Rs 418 crores between the estimated outlay and 
the actual outlay. Accordingly to the Planning Commission, these 
shortfalls were due to -“the late commencement of the schemes and 
inadequate administrative and organisational arrangements for implc- 
mentation.” It was for the Commission to foresee these difficulties at 
the time of planning. 

In the First Plan, no attempt was made to have annual breakdowns of 
the various targets of development. Due to the absence of annual 
'control figures,' it became exceedingly difficult to assess the pace of 
development during the Plan period 

The First Five-Year Plan did not try to solve the unemployment 
problem. The chapter on employment in the Plan was half-hearted. By 
1953 the unemployment situation became serious and the Planning 
Commission came up wuh the Eleven Point Programme and an 
additional outlay of Rs 309 crores for this purpose But it was too late 
and the government could find jobs for only 4 5 million though the 
addition to the total labour force was 10 million. It was rather para- 
doxical for the economists that with the nsc m national income, 
unemployment had also increased instead of falling 

One of the serious defects of the First Five-Year Plan was an utter 
neglect of the entire industrial Held. It was something deliberate, (or only 
6 per cent of the total outlay was intended for large and small-scale 
industries. This gross negligence of the basic and heavy industries during 
the First Five-Year Plan created serious difficulties during the Second 
Plan. 

Lastly , the government did not use the techniques of control and 
regulation which were discussed in detail in the First Five-Year Plan. It 
appeared to be somewhat optimistic about achieving thc-modcst targets 
It failed to visualise shortages of foreign exchange foodgr3 ins. industrial 
raw material, and the rise in price level during the next Five-Year Plan 

Conclusion. Despite these defects, the First Plan was the first attempt 
at lifting the stagnant Indian economy from its morass. One of its mam 
contributions had been the creation of a favourable mental and 
psychological climate for rapid economic development throughout the 
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country. It was a preparatory plan and laid the foundation for 
subsequent bigger plans. 

SECOND PLAN (APRIL 1956— MARCH 1961) 

l ' 

The Second Five-Year Plan was launched on 1 April 1956. It was much 
bigger and more ambitious than the First Five-Year Plan. 

Objectives. It aimed at rebuilding rural India. “To lay the foundations 
of industrial progress and to secure to the greatest extend possible 
opportunities for weaker and underprivileged sections of the people and 
the balanced development of all parts of the country.” Its approach was 
quite different from the First Plan. The First Plan had no definite 
objective in view. The Second Five-Year Plan, on the other hand, had 
the broad objective of the establishment of a socialist pattern of society 
in a welfare state. Keeping in view this broad aim, the Second Plan laid 
down the objectives of (a) “A sizable increase in national income so as 
to raise the level of living in the country; (b) rapid industrialization with 
particular emphasis on the development of basic and heavy industries; 
(c) a large expansion of employment opportunities; and (d) reduction of 
inequalities in income and wealth and a more even distribution of 
economic power.” Thus the Plan aimed at achieving an objective-mix of 
four interrelated objectives. 

Outlay. The Second Five-Year Plan was an ‘ industries and transport 
plan ’ in contrast to the First which was essentially an ‘agriculture and 
irrigation plan’. Initially, the proposed development outlay in the public 
sector was Rs 4,800 crores and in the private sector Rs 2,400 crores. 
Thus making up a total of Rs 7,200 crores for the entire plan-period. But 
the actual public investment was short by Rs 200 -crores, i.e., Rs 4,600 
crores. Its break-up is shown in Table 63.2 of Chapter 63. Total 
investment, both public and private, was Rs 6,750 crores. About 72 per 
cent of it came from domestic resources and 28 per cent from foreign 
sources. 

A Critical Appraisal. The Second Five-Year Plan was an ambitious 
and bold plan — ambitious in its targets and bold in its outlay. Unlike the 
First Plan, it fell short of the actual expenditure by only Rs 200 crores. 
The difficulties encountered by the Plan from its very inception were 
serious and numerous. It had to face the brunt of the unexpected failure 
of the monsoons, the Suez crisis, the foreign exchange difficulties and 
the pressure of rising prices. There were, therefore, many ups and 
downs in achieving the targets. 

Despite these difficulties, the upward trend of the First Five-Year 
Plan was continued and maintained. Reckoned at 1948-49 prices, total 
investment increased by Rs 711 crores per annum during the Second 
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Plan period. The investment coefficient increased by 4.4 per cent. 
However, the saving income ratio increased by only one per cent, i.e., 
from 7.5 per cent to 8.5 per cent during the Plan period. The gap 
between saving-investment rates had to be bridged through external 
assistance, import surpluses and foreign exchange reserves. The 
national income increased by 19 5 per cent while the per capita income 
increased by only 8 per cent at 1960-61 prices. This huge difference 
between the two was due to the phenomenal growth rate of more than 2 
per cent per annum of population during the Plan period. The Planning 
Commission’s estimate of 1.3 per cent per annum growth rate of 
population proved wrong while the national income and the per capita 
income did not nse to the desired extent. The failure of the national 
income to rise to the estimated level of 25 per cent is attributed to a low 
capital-output ratio of 2.3:1, assumed by the Planning Commission for 
the Plan period. But during the Plan, greater emphasis was laid on 
capital-intensive schemes with long gestation periods, as a result the 
capital-output ratio worked out to 3.86*1, and the national output could 
not rise and touch the postulated level 

In the agricultural sphere, the production of foodgrains increased 
from 65.8 million tonnes to 76 million tonnes, that of cotton from 4 
million bales to 5.1 million bales, of sugarcane from 6 to 8 million 
tonnes, and of oilseeds from 5.6 to 1 1 million tonnes The index 
number of agricultural production (1949-50=100) for all crops rose from 
117 to 135 during the Plan period. 

There was significant advance in the industrial field. During the Plan, 
production of iron ore and aluminium rose by 150 per cent, that of steel 
ingots by 100 per cent, of machine tools by 500 per cent and installed 
power in generation capacity by 68 per cent The general index of the 
industrial production (1950-51 = 100) rose by 40 per cent The Second 
Plan being essentially “an industry and transport plan,” India had 
started producing large quantities of machinery, machine tools for 
agriculture, industry and transport, heavy electrical equipment and 
scientific instruments. One of the major steps towards building a solid 
capital base was the establishment of three steel mills in the public 
sector with an initial capacity of 10 lakh tonnes each at Durgapur, Bhilai 
and Rourkcla. Further the production capacities of the Tata Iron and 
Steel Company, the Indian Iron and Steel Company, and the Mysore 
Iron and Steel Works were raised by 7 lakh tonnes, 5 lakh tonnes and 75 
thousand tonnes respectively. Another achievement in the industrial 
field was the production of new items, such as tractors, newsprint, 
motorcycles, scooters, sulpha and antibiotic drugs, DDT. dyestuffs, etc. 
Rapid progress was made in the case of durable consumer goods like 
sewing machines, fans, radios, bicycles, electric goods, etc. 



In the social sphere, land reform measures were carried, further. 
Inere was also a significant expansion of educational and health 
services. 

No doubt the Second Five-Year Plan was instrumental in bringing 
about substantial increases in agricultural and industrial output over the 
First Plan but it failed to achieve its targets in many respects. The 
national income was less by 5.5 per cent from the stipulated target. 
Production of cotton, jute, sugarcane, oilseeds, coal, 'finished steel, 
electric eneray, and many others fell short of their targets. The Plan, 
even failed to achieve its target of providing employment to 10 million 
persons, for it could absorb only 6 million. 

It was on account of its failure to achieve the fixed targets that the 
Second Five-Year Plan has been characterised as an over ambitious 
plan. The reasons for the slow' growth rate of the economy were: (a) 
Agricultural production was not uniform and continuous to meet the 
requirements of the industrial sector due to uncertain monsoons, (h) 
Even the industrial production was discontinuous due to raw material 
shortages, non-availability of adequate power and machines, (c) Acute 
foreign exchange difficulties developed from the very beginning of the 
Plan due to large imports of foodgrains, essential raw material, and 
heavy machinery' and equipment. India’s foreign exchange reserves 
were depleted to the rune of Rs 521 crores during the Plan period. 
Despite this, a severe foreign exchange crisis developed which delayed 
the execution of certain schemes like fertilizer production, heavy 
chemicals and power projects. ( d) The failure of cottage and small 
industries to boost the production of consumer goods, administrative 
inadequacies and lack of transport facilities spread inflationary pres- 
sures in the economy. Over the five-year period, the rise in the general 
index of wholesale prices had been about 30 per cent. This trend of 
rising prices made India a good market to sell and a bad market to buy 
goods. As a result, Indian exports did not show any sign of 
improvement. They were almost stagnant. During the Plan period they 
improved by a small margin of Rs 51.3 crores. 

The Second Five-Year Plan had to suffer a lot at the hands of its 
framers. No sooner was it conceived than some of its targets were 
inflated. Then it had to experience serious foreign exchange crisis which 
led critics to term it as the “ crisis of ambition”. In June 1958, it was 
decided to prune the Plan. It was divided into two parts. The first part 
constituting the “hard core” of the Plan involved an outlay of Rs 4,500 
crores. It included those projects which were indispensable and on 
which work had already been started. In other words, all the essential 
schemes like power projects, basic and heavy industries and transport 
development fell under this category. The second category consisted -of 
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the remaining schemes, provided additional resources to the extent of 
Rs 300 crores were available. However, when the Plan was completed 
the actual expenditure was Rs 4,600 crores. 

THE THIRD PLAN (APRIL 1961 — MARCH 1966) 

The Third Five-Year Plan represented the first step towards the 
long-term development of the economy expending over the next fifteen 
years (1961-76). The Plan report stated that “in the course of this period 
India’s economy must not only expand rapidly,' but must, at the same 
time, become self-reliant and self-generating.” 

Objectives. It set out the following main objectives: (i) “to secure 
increase in national income of over 5 per cent per annum, the pattern of 
investment being designed also to sustain this rale of growth during 
subsequent plan periods; (ii) to achieve self-sufficiency in foodgrains 
and increase agricultural production to meet the requirements of 
industry and export; (iii) to expand basic industries like steel, chemicals, 
fuel and power, and to establish machine-building capacity, so that the 
requirements of further industrialization could be met within a period of 
ten years or so mainly from the country’s own resources, fiv) to utilize to 
the fullest possible extent the manpower resources of the country and to 
ensure a substantial expansion in employment opportunities; and (v) to 
establish progressively greater equality of opportunities and to bring 
about reduction in disparities in income and wealth and a more even 
distribution of economic power." 

Outlay. In order to achieve them, the Third Plan was to be bigger in 
size than the Second Plan. An estimated outlay of Rs 7,500 crores was 
fixed for the public sector. Investment in the private sector was fixed at 
Rs 4, 100 crores, thus making a total investment (leaving Rs 1,200 crores 
on Current Account) of Rs 10,400 crores which was 54 per cent higher 
than Rs 6,750 crores spent in the Second Plan. But the actual outlay in 
the public sector was Rs 8,576 crores which is shown mTablc 63.3. 

A Critical Appraisal. The Third Plan formally ended on 31 March 
1966. It had not been an overall success. In its assessment of the Third 
Plan, the Planning Commission pqinted out that “the progress had been 
less than adequate and less than anticipated,” the most significant 
shortfalls being in the agricultural and the industrial sectors. “In 
financial terms, the targets of the Plan had been reached. But several 
physical targets of the production and capacity could not be achieved— 
owing largely to the unfavourable weather conditions which gave a 
serious setback to agricultural production, failure to take preparatory 
action, delays in finalizing schemes, tunc taken in negotiating foreign 
assistance and obtaining equipment, hangover of certain shortfalls m the 
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Second Plan, aggression on our borders and the long gestation period 
md phasing for most of the projects and programmes.” 

Achievements in the agricultural sector at the end of the Plan period 
'1956-66) fell short of the original estimates. With the exception of 
;ugarcane, production in the case of other commodities was far below 
he estimated targets due to the poor contribution of agriculture. The 
harp fall in agricultural production in 1965-66 was unprecedented 
which brought the index number of farm output to the 1959-60 level, 
rhis was due to a severe drought in the last year of the Plan. 

The performance in the industrial sector had been no less discourag- 
ng. The growth rate was 7.2 per cent per annum as against the' 
;stimated 11 per cent. The Planning Commission attributed the slow 
rate of growth of output in the industrial sector mostly to shortage of 
mported raw materials, spares and components. But the fact was that 
:oo much emphasis was laid on heavy and capital goods industries for ■ 
ncreasing the capacity of the economy. For this, the availability of 
managerial talents, skilled personnel and foreign exchange resources 
were not properly assessed which led to various bottlenecks and poor 
performance of the projects. In no field, actual production in 1965-66 
iven neared the targets laid down in the Plan. Power schemes also fell 
short of the estimated target of 12.7 million. It was 10.2 m kw. 

Despite these apparent shortfalls in certain selected areas from the 
targets laid down in the Third Plan, the overall performance in the 
5ve-year period was satisfactory in the field of industrial production. 
There was substantial increase in the growth capacity of steel, 
aluminium, chemicals, engineering, petroleum and fertilizer industries. 
In particular, the value of machine tools manufactured went up from 
FIs 7 crores at the beginning of the Plan to Rs 29 crores and of sugar 
machinery the value was about two-fold. Similar progress was made in 
producing heavy electric equipment, heavy engineering machinery, 
heavy foundry forge, heavy plates, chemicals, etc. In particular, the 
production of crude petroleum went up from 0.4 to 3 million tonnes, of 
paper and board from 350 to 560 thousand tonnes, of plastics from 9.5 to 
31.3 thousand tonnes, of fertilizers nitrogenous (N) 101 of 532 thousand 
tonnes and of fertilizer phosphatic (P2O5) 53 to 123 thousand tonnes. 

Good ground was covered in providing road and sea transport 
facilities and in the freight moving capacity of railways. Surfaced roads 
increased from 236 to 287 thousand kms, the number of commercial 
vehicles on roads from 22,500 to 33,300 and railway freight carried from 
156 to 203 million tonnes. 

In general education , while enrolment was not held back, the 
teacher-pupil ratio lowered, leading to a deterioration in general 
standard. Progress in technical education, on the other hand, had been 
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encouraging The Plan target for annual admissions for degree level, 
engineering and technology was exceeded rn 1963-64. In the last two 
years of the Plan, admissions were further increased 

In the sphere of social service , some progress was also made in 
medical, public health and family planning facilities, welfare of 
backward classes and tnbes, houses for industrial workers and low- 
income groups. The most noteworthy achievements in the field of public 
health had been the eradication of malaria and increase in the average 
expectation of life to 50 years. The number of family planning centres 
increased from 1,100 to 3,676 in rural areas and from 549 to 1,381 in 
urban areas. Several other social service schemes could not make 
enough headway due to the diversion of funds to other programmes in 
view of the Emergency created by the Chinese and the Pakistani 
invasions. 

The Third Plan failed to create enough jobs to meet the overall 
demand for employment opportunities arising from the growih of 
population, migration from rural into urban areas and educational 
development. The Plan started with a backlog of 8 million unemployed. 
With the rise in the labour force, unemployment was estimated to rise to 
25 million during the Plan period. The Third Plan could create 14 
million additional jobs. Thuslt had not been successful in providing jobs 
even to the new entrants. 

The Third Plan failed to check the continuous nsc in the price le\el. 
The trend started with the Second Five-Year Plan, received an upward 
thrust in the wake of the National Emergency and since then the price 
level had been on the increase. In 1965-66. the general index of 
wholesale prices was 32 per cent higher than in 1960-61 This 
phenomenal rise in the price level acted as a disincentive to the 
realization of several physical targets of production Too much emphasis 
in meeting the total outlay of the Plan led to the heaviest amount of 
deficit financing (Rs 1,113 crorcs) and additional taxation (Rs 2,892 
crorcs, mostly indirect) which along with sluggish farm output led to 
inflationary pressures in the, economy. 

The failure of the agricultural and industrial sectors to reach the 
estimated targets of production had disquieting effect of keeping the 
overall growth rate of the economy at 2.2 per cent, much below the 
stipulated level of 5 per cent per annum. The failure of the growth rate 
of national income to reach the level of 5 per cent per annum and of the 
growth rale of population to fall below 2.5 per cent kept the per capita 
income at almost the same level at the end of the Plan period 

As usual, the Planning Commission's estimate of the incremental 
capital-output ratio was wide off the mark. The Third Plan dssumed a 
capital-output ratio of 2.3:1 but it was much higher, i e . 3 53*1. The 
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Planning Commission again miscalculated in assuming a favourable 
capital-output ratio. 

The balance of payments position remained^ tight throughout the Plan 
period. The volume of imports had been much higher than exports. In 
1965-66, imports touched the figure of Rs 1,335.3 crores and exports fell 
to Rs 781.8 crores. 

One of the principal defects of the Third Plan had been the lack of 
coordination between the Centre and the States which led to inordinate 
delays in the implementation of the Plan schemes. This was due to the 
absence of “organizational planning” “Specialization and departmenta- 
lization in administration had been going on unabated during the last 
decade, but training, delegation, coordination, control and motivation 
had been neglected. Relationship between official and non-official 
groups was seldom harmonious and the attitude of the people towards 
Governmental machinery was still determined more by authority and 
fear than by willing co-operation.” 

Did the Third Plan achieve its goal of a “self-reliant and self- 
generating economy? This can be verified from the domestic saving- 
income ratio. According to the estimates of the Planning Commission, 
domestic savings were expected to rise to 11.5 per cent at the end of the 
Third Plan. In 1951-52, domestic savings were 5.3 per cent of . our 
national income. Making due allowance for the net inflow of investable 
funds from abroad, domestic savings as a percentage of national income 
rose to around 8 per cent in 1960-61 and to 10.6 per cent in 1965-66. The 
ratio of investment to national income also went up from 11 to 13 per 
cent at the end of the Third Plan. It is, therefore, obvious from these 
data of the domestic saving and investment-income ratios that the 
Indian economy could at the most reach the “take off’ stage at the end 
of the Third Five-Year Plan from where she might look forward to 
“self-sustaining growth” in the Fourth Five-Year Plan. 

ANNUAL PLANS (1966-67—1968-69) 

The Third Five-Year Plan expired on 31 March 1966 and the Fourth 
Plan should have ordinarily commenced from 1 April 1967. A Draft 
Outline was, in fact, brought out in August 1966. But the finalisation of 
the Plan was delayed due to severe stresses which had been developing 
in the economy since the last year of the Third Plan. In the intervening 
period, the economy was geared to the policy of Annual Plans for the 
years 1966-67 to 1968-69. In September 1967, the Planning Commission 
was reconstituted which decided to have an Annual Plan for 1968-69 as 
well, and to start the Fourth Five-Year Plan from 1969-70. Thus the 
intervening period (1966-67 to 1968-69), between the expiry of the Third 
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Plan and the beginning of the Fourth Plan, pertains to ihc Annual Plans. 

The three Annual Plans aimed at removing strains in the economy 
arising from many unforeseen events of the Third Plan and to secure a 
feasible growth rate without generating inflationary pressures in the 
economy. The emphasis had been towards the fuller utilisation of the 
infrastructure already created and filling up the essential gaps in the 
economy to pave the way for future development. 

The expenditure in the Annual Plans by various heads of develop* 
ment was Rs 6,625 crores, as given in Tabic 63.4. 

A Critical Appraisal. During the first two Annual Plans there was 
little improvement m the overall economic situation of the country. In 
the 1966-67 Plan, national income rose by only 1.1 per cent due to a 
severe drought. In the 1967-68 Plan, it rose by 9 per cent mainly as a 
result of improvement in agricultural production, whereas in 1968-69 it 
was l.l per cent higher than in 1966-67. 

Such varied fluctuations were the result of uncertainties in agncultu • 
ra! production. In 1966-67, foodgrams production was a mere 76 million 
tonnes. But in 1967-68 it reached 95 1 million tonnes and was 98 million 
tonnes in 1968-69. The production of other important crops also 
recovered during the three years of the Plans, but not^ubstantially The 
index of agricultural production for all commodities was 161 0 (1949- 
50=100) in 1967-68 which came down to 158 7 in 1968-69 
There was a sharp decline m industrial production during 1965-66 due 
to an increase in unutilised capacity in a number of industries As a 
result, the index of industrial production fell to 0 2 per cent in 1966-67 
and 0.5 per cent in 1967-68 However, there was some recovery in 
1968-69 and industrial production rose by 6 2 per cent 
Dunng these three years the price level continued to nsc, though 
there was some respite in the closing months of the year 1968-69, The 
wholesale pnecs rose by 16 per cent in 1966-67 and further by 11 per 
cent in 1967-68 

The Third Plan was under heavy trade deficit and debt obligations 
which necessitated the devaluation of the rupee in June 1966 As a 
result, exports increased and imports declined and there was improve- 
ment in the balance of pa) ments during ihcsc ihrcc years 
Conclusion. On the whole, the three Annual Plans (1966-68) were 
instrumental in uplifting the economy from the morass of 1965-66 to 
which it had fallen in the last year of the Third Plan They helped in 
increasing agricultural production and overcoming recession and paved 
the way for starting the Fourth Plan by removing strains ami stresses in 
the economy- They kept up the tempo of development initiated by the 
earlier Plans. The provision for a large outlay each year silenced the 
critics who characterized this penod from 1966 to 1968 as one of a plan 
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holiday. But despite larger outlays, actual achievements fell short of 
targets due to delays in implementation and contraction, revision of cost- 
estimates and underutilisation of capacity. 

THE FOURTH ELAN (APRIL 1968— MARCH 1974) 

In September 1967, the Planning Commission was reconstituted under 
Professor D.R. Gadgil. It presented the objectives and strategy of the 
Fourth Plan in a document ‘Approach to the Fourth Five-Year Plan’ in 
May 1968 to the National Development Council. The Draft of the 
Fourth Five-Year Plan (1969-74) was placed before the Parliament on 
21 April 1969 and the whole Plan in March 1970. 

Aims and Objectives, The Fourth Plan aimed to' step up the tempo of 
development activity to the extent compatible with maintaining stability 
and progress towards self-reliance. The Plan defined the broad 
objectives of planning as “rapid economic development accompanied by 
continuous progress towards equality and social justice and the 
establishment of a social and economic democracy.” In the light of this 
definition, it laid down that the basic goal of the Fourth Plan was a rapid 
increase in the standard of living of the people, through measures which 
also promoted equality and social justice. It thus placed emphasis on the 
common man, the weaker sections and the privileged ones. To achieve 
these broad aims, it laid down that: (a) planning should lead to greater 
equality in income and wealth; ( b ) there should be progressive 
reduction of concentration of incomes, wealth and economic power; and 
(c) benefits of economic development should accrue more and more to 
the relatively less privileged classes of society, specially the scheduled 
castes and scheduled tribes. 

The Plan emphasised the need for refashioning socio-economic 
institutions in order to bring about rapid economic development 
oriented towards establishing social justice and for the strengthening of 
democracy in its social and economic aspect. To achieve these aims the 
major objectives of the Plan were: (i) to achieve stability and progress 
towards self-reliance; (if) to achieve ah overall growth rate of 5.7 per 
cent per annum; (hi) to achieve an annual growth of 5.6 per cent in 
agriculture; (iv) to stabilise the price level of foodgrains and other 
essential consumer goods; (v) not to import foodgrains under PL 480 
beyond 1970-71; ( vi ) to achieve an annual growth rate of 8 to 10 per Cent 
in industry; (vii) to raise exports at the annual rate of 7 per cent and 
non-food exports at 5 per cent; (viii) to bring down the quantum of 
foreign aid to half of its present level in the last year of the Plan; and 
lastly, to correct regional inbalances through balanced regional develop- 
ment and dispersal of economic activity. 
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Outlay Pattern. The total outlay envisaged in the Fourth Plan was 
Rs 24,882 crores. Of this, public sector outlay was Rs 15,902 crorcs but 
the actual outlay was Rs 15,779 crores, as shown in Table 63.5. 

A Critical Appraisal. The Fourth Plan was a well thought-out 
document. It was a big and bold Plan in terms of its outlajs and targets. 
But it was by no means an over-ambitious Plan if we were to take into 
consideration the 5.6 per cent growth rate in agriculture, 8 to 10 per cent 
in industry and 5.7 per cent for the economy as a whole 

The Plan failed to achieve its targets in agriculture Over the Plan 
period, the production of foodgrains was estimated to rise from 98 m. 
tonnes to 129 m. tonnes. But it was 104.7 m. tonnes in 1973-74 thereby 
giving a percentage increase of 7.2 per cent as against the targeted 
increase of 31.6 per cent. The performance of individual foodgrain crops 
was very uneven. The achievements were much below the targets in the 
case of all foodgrains including wheat, rice, maize, jowar, pulses, etc., 
except bajra. Similarly, there had been shortfalls in the production of 
commercial crops like sugarcane, oilseeds, cotton and jute The overall 
growth rate of agricultural production during the Plan penod was only 
2.8 per cent per annum as against the targeted growth rate of 5 6 per 
cent per annum 

The growth rate of industrial production set at 8 to 10 per cent per 
year was not achieved during the Plan penod In actuality, the achieved 
rate of growth was 3 9 per cent per annum The major reasons for the 
failure to achieve the envisaged growth rate of industnal production 
were: (») inadequate capacity of plants, (ii) operational problems in 
industrial units like steel, fertilizers, etc , (m) lack of maintenance, (iv) 
design deficiencies; (v) shortfalls in investment in capital goods, (vi) 
shortages of steel and non-ferrous metals, (wi) shortage of power and 
coal, (v/ii) problems of movement of raw materials, coal machines, etc., 
(ix) labour unrest, (x) shortage of construction materials, <xf) larger 
reliance on domestic equipment and technology, and (x») dclajs in 
building up administrative, technological and managerial capabilities. 

In the Fourth Plan, an annual growth rate of 7 per cent was envisaged 
for exports. But the total exports during the Plan showed a spectacular 
increase. The average annual growth rate of exports was 12 8 per cent 
for the Plan period. 

One of the objectives of the Fourth Plan was to reduce the foreign aid 
net of debt servicing (inclusive of interest pa>menis) to half the prc-Plan 
level of Rs 528 crores. But the Plan failed to achieve this. 

Though the actual expenditure on power development programmes 
(Rs 2,983 crores) during the Fourth Plan exceeded the allocations (Rs 
2447.57 crorcs), >et there had been an appreciable shortfall in 
achievements. The installed capacity at the end of March 1969 was 14.3 
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m kw. The Fourth Plan sought to add 9.3 m k\v to existing capacity, but 
not more than 4.6 m kw were added by the end of the Plan. Thus about 
50 per cent of the targeted additional capacity spilled over into the Fifth 
Plan. This led to acute power shortage in the country. The main reasons 
for such a situation were the steep escalation in cost estimates of power 
projects; lack of adequate project management and monitoring; 
shortages of key materials; delay in civil works; and delay in the supply 
of major equipment. 

The price situation during the Fourth Plan was perhaps the worst over 
the years since India launched the planning era. The index of wholesale 
prices (base 1961-62) for all commodities rose by about 12 percentage 
points on an average per year. The strong upward- pressure in prices 
which developed in 1973 and accentuated in 1974 led to a chain of 
strikes, economic hardships and social unrest with the economy. These 
turned out to be serious bottlenecks for the implementation of the Fifth 
Plan. 

The Fourth Plan had estimated to raise the rate of domestic saving 
from 8.4 per cent to 11.9 per cent and the rate of investment from 9.5 
per cent to 13.1 per cent over the Plan period. The Plan was successful 
in achieving the estimated rates of saving and investment. The rate of 
domestic saving increased from 8.4 per cent in 1968-69 to 13.6 per cent 
in 1973-74 and the. rate of investment from 9.5 per cent to 14.4 per cent 
over the same period. 

Though the growth rate of 5.7 per cent of national income and 3 per 
cent of per capita income were modest and realistic in view of the 
previous performance of the economy, yet the economy failed to 
achieve them. The overall growth rate of the economy during the 
Fourth Plan averaged 3.3 per cent per annum, and the per capita income 
1.2 per cent per annum. 

THE FIFTH PLAN (APRIL 1974— MARCH 1979) 

The Fifth Plan was formally launched on April 1974 on the basis of the 
Annual Plan for 1974-75. The' Draft Fifth Five-Year Plan was brought 
out in January 1974 and the Final Fifth FiveYear Plan in late 1976 with a 
total outlay of Rs 39,322 crores. The actual amount of expenditure 
during the five-year period was Rs 39,426.2 crores, as shown in Table 
63.6. 

Objectives and Instruments of Policy. The two strategic objectives of 
the Fifth Plan were removal of poverty and attainment of economic 
self-reliance. 

Removal of the Poverty. The Plan Report stated: “Underdevelopment 
and inequality are the twin causes of poverty. A large proportion of the 
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population has to go without even the most essential needs of daily lite 
because total national income, and hence aggregate consumption, is too 
small relatively to the enormous size of the population and; secondly, 
the distribution of this income and consumption is very uneven. For a 
successful attack on poverty, growth and reduction are both indispens- 
able.” 

Poverty level was defined in terms of a minimum level of consump- 
tion. In the Fifth Plan, private consumption of Rs 40.6 per capita per 
month at 1972-73 prices had been taken as a minimum desirable 
consumption standard. The Plan Report noted: ‘’Elimination of poverty 
requires that large numbers of our people living below the poverty level 
must be enabled to have access to the minimum private consumption 
envisaged above.” Further, there should be a rising rate of growth of 
domestic product along with a declining rate of growth of population 

The creation of more jobs and job opportunities was the principal 
instrument of economic policy if the incomes of the poorest at 30 per 
cent were to be increased. The bulk of the new opportunities would 
come-withm agriculture and other allied activities. 

The Plan aimed at diminishing concentration of economic power by 
creating an efficient and dynamic public sector ensuring improvement in 
productivity, especially in agriculture, and by encouraging new entre- 
preneurs in areas suffenng from lack of competitive investment In this 
context, public ownerships of the financial institutions were to be used 
to exercise appropriate forms of social control. 

Removal of poverty also required a minimum level of social 
consumption fdr different areas and sections of the community This 
was incorporated as the National Programme of Minimum Needs in the 
Fifth Plan which included: (i) "The provision of facilities for elementary 
education for children up to the age of 14 at the nearest possible places 
to their homes; (/i) Ensuring in all areas a minimum uniform availability 
of public health facilities, which would include preventive medicine 
family planning, nutrition and detection of early morbidity and 
adequate arrangements for referring serious cases to an appropriate 
higher echelon; (it/) Supplying dnnking water to villages suffenng from 
chronic scarcity or having unsafe sources of water; (iv) Provision of all 
weather roads to all villages having a population of 1500 persons or 
more; this minimum limit being conceived of as for a cluster of villages 
in the case of hilly, tribal and coastal areas; (v) provision of developed 
home sites for landless labour m rural areas, (»i) Carrying 
environmental improvement of slums; and (vji) Ensuring the sprc*4.- 
electrification to cover approximately 30-40 per cent of rural 
tion. . ^ 

Thus the policy measures for the remov a) of poverty » 
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postulated rates and patterns of growth of the various sectors of the 
economy, freeing the development process from dependence on foreign 
aid, and effective and integrated population policy, the provision for the 
National Programme of Minimum Needs, the emphasis on employment 
jpportunmes, the stress on the uplift of backward classes and 
development of backward regions, and an efficient public procurement 
and distribution system to ensure availability of essential goods to the 
poorer sections of the country at reasonable prices. 

Self-Reliance. The objective of self-reliance postulated freedom from 
external assistance so that the economy was able to support itself within 
a period of 10 or 12 years so as to provide an adequate scale of 
investment from its own production and savings. The three essential 
ingredients of the objective of self-reliance were: (i) elimination of 
special forms of external assistance; (ii) self-reliance efforts to be phased 
over time; and (Hi) external assistance during the intervening period 
must help to build up the growth potential of the economy to the level 
where it can support an adequate level of investment from its own 
production and savings. The objectives of removal of poverty and 
self-reliance require a restructuring of output in favour of goods and. 
services that go into investment, exports, and essential private and 
public consumption or serve as indispensable intermediate for the 
production of the needed final goods and services. Further, these 
objectives called for a modification of the existing structure or demand 
in favour of investment and social consumption and reduced depend- 
ence on foreign funds. This was the essence of the problem of recasting 
the structure of demand. 

A Critical Appraisal. The Fifth Plan achieved an average annual 
growth rate of 5.2 per cent in national income at 1970-71 prices which 
was the highest as compared to the earlier Five Year Plans. But the 
growth rate of per capita income was 2.92 per cent on the average due to 
high growth rate of population. Agricultural production grew at an 
annual rate of 4.58 per cent against the target rate of 3.3 per cent. The 
growth rate of industrial production was 6.2 per cent which equalled the 
rate postulated in the Plan. But the growth rate of electricity generated 
during the Plan was 9 per cent which was more than the targeted rate of 
8.2 per cent. There was remarkable price stability during the Plan 
period for prices rose by only 4.1 per cent per annum. 

Despite these achievements on the domestic front the external front 
continued to witness deterioration in the balance of payments position. 
Imports grew at an average rate of 19.6 per cent and exports at 18.3 per 
cent per annum. Exports growth was sluggish in the wake of 
recessionary situation and protectionist tendencies in the major de- 
veloped countries. Although the overall performance of the economy 
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was satisfactory, the Plan failed to make any impact on the basic 
problems of poverty and unemployment . 2 

A Resume of Objectives and Achievements 
Broadly, the objectives of Five Year Plans have been: (a) to incrca’sc 
national income and per capita income; (b) to expand employment 
opportunities; (c) to reduce inequalities of income and wealth, and 
concentration of economic power; (d) to eradicate poverty; (e) to raise 
agricultural production; (/) to industrialise the economy; (g ) to achieve 
balanced regional development; and (b) to achieve self-reliance so as to 
minimise the dependence on foreign aid. These objectives can be 
grouped under four heads: growth, modernisation, social justice and 
self-reliance . 3 


*For objective* and achievement* of the Sixth Plan and the Seventh PUn. refer to Ch 63 
4 4L'^um'to .hK* V"* Kiwi nl o.» Ci. «. 



Chapter 63 

THE STRATEGY OF INDIAN PLANNING 


INTRODUCTION ' 

Plan strategy refers to the methods followed in executing a development 
plan. It “implies essentially a deliberate choice-a choice of the print 
and timing and manner of attack of the problem at hand.” 1 To Lady 
Ursula Hicks, "The term strategy is a long-run concept. It is not 
immediately operational in the sense that a strategy must look forward 
for 15 or 20 years. We cannot precisely foretell what will happen in India 
or the world at large. So the strategy must be a flexible affair although it 
would have certain elements which no doubt would run through in any 
case. 

The basic task of plan strategy is to bring about functional and 
structural transformation of the economy in the light of the objectives 
laid down in various development plans. Since planning is a long-term 
continuous process, there is no single strategy underlying Indian 
planning. It had been an admixture of balanced and unbalanced growth 
strategies with emphasis on ‘heavy industries first’ up to the Fourth 
Plan. With the Fifth Plan, the strategy of planning shifted toward the 
reduction in absolute poverty, unemployment, and inequalities, and 
meeting basic human needs. But the overall strategy continues to be one 
of balanced growth. 

Strategy of the First Plan. The strategy of the First Plan was to 
rehabilitate the Indian economy which had been hit hard by the Second 
World War and the Partition. Accordingly, the emphasis was to create 
the neccessary economic and social overheads like power, transport, 
public health, education etc., and to develop agriculture in order to 
create a solid base for industrialization in the subsequent plans. But the 
main defect of this strategy was that the development of industries and 
minerals was primarily left to the private sector, public expenditure on 
them being 6 per cent of the total. This led to serious difficulties of 
foreign exchange, industrial raw materials, rising prices, etc. during the 

M.G. Pale). “Strategy of Indian Planning," in Pramit Chaudhuri (ed.). Aspects of 
Indian Economic Development , 1971. 

* Challenge of Poverty in India, (ed.) A.J. Fonseca. 1971. 
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Second Plan when the strategy was one of making large investments in 
key ami heavy industries. The mam reason, according to Professor John 
P. Lewis, was that the First Plan was simply a collection of discrete State 
and ministerial projects with very little interdependence. The Plan was 
thus based on bad procedural model * 

THE MAHALANOBIS STRATEGY 

Strategy of (he Second Plan. PC Nlahalanobis. the framer of the 
Second Plan, outlined an unbalanced growth strategy for the long-term 
planned development of the Indian economy According to Mahala- 
nobts, the basic strategy of the Second Plan was “to increase invest- 
ments m the heavy industries and also expenditure on services, to in- 
crease purchasing power and create fresh demand. and x on the other 
hand, to increase the supply of consumer goods by increasing invest- 
ment and production as much as possible in the small and household 
industries to meet the new demand This strategy was conceived in 
such a way that the Plan was to create larger emplovmcnt opportunities, 
build a strong capital base and increase productive and technical capa- 
city wilhin the economy Accordineh top priority was accorded to 
industrialisation through the development of heavy industries like ma- 
chine, building, steel, non-ferrous metal, machine tools, heavy chemi- 
cals, cement, electricals, etc . especially in the public sector Employ- 
ment potential of heavy industries being limited during the short period, 
attention was focused on the development of small and village industr- 
ies The small and ullage industries were also expected to meet the in- 
creasing demand for consumer goods in order to avoid inflationary pres- 
sures Increased agricultural production was considered essential to 
supply additional foodgratns for (he growing population and raw materi- 
als for industrial progress' This was to be achieved through more inten- 
sive application of land reforms. National Extension Services, Coni- 
mumty Develpment Programmes. Cooperatives credit facilities and 
extension of irrigation facilities 

In brief, the Mahalanobis strategy laid excessive emphasis on heavy 
industry and neglect of the consumer industries and of agriculture 
implying capita-intensive rather than labour-intensive investments. 

A Critical Appraisal 

The Mahalanobis strategy was successful in creating a solid base for 
heavy industries and in starting a number of new consumer goods 
industries in the country The latter related to such items as tractors. 

'P Lc*»» Quid C/lm in InJii. 1962 
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newsprint, motor cycles, scooters, sewing machines, radios, electrical 
goods, sulpha and antibiotic drugs, DDT, dyestuffs, etc. 

However, massive investments in heavy industries led to the neglect 
of essential consumer goods industries like sugar, cloth, edible oils, etc. 
For a country with growing demand of a huge population, dependence 
on small and village industries for the supply of essential consumer 
goods was a sheer folly. J 

Increase in agricultural production through the extension of irrigation 
facilities and" community development programmes failed to meet the 
growing requirements of raw materials for industries and of foodgrains 
for the masses. No specific measures were laid down to counteract the 
vagaries of nature and to boost agricultural production in the country. 

Naturally, there were acute shortages of foodgrains, raw materials 
and essential consumer goods. These were sought to be removed 
through extreme reliance on physical controls and restrictions of various 
kinds on essential commodities. These, in turn, led to hoarding, 
corruption and black marketing. Consequently, inflationary pressures 
got built up in the economy. Again, to overcome these shortages of 
foodgrains and essential raw materials, they were imported which 
resulted in the shortage of foreign exchange and to the problem of 
balance of payments. 

The Mahalanobis strategy led to the adoption of the policy of import 
substitution as a means to achieve self-sufficiency in industrial produc- 
tion. This resulted in malallocation of resources. Indiscriminate 
protection led to the establishment of inefficient and low priorities 
industries. Consequently, raw materials, intermediate goods and 
equipment imported at a high cost were misused. V.V. Desai estimated 
that the growth of non-essential production resulted in the loss of 
potential saving to the extent of Rs. 800 crores during 1954-55 and 
1963-64. 4 Further, it led to inadequate planning of the industrial 
structure and systematic underestimation of the foreign exchange 
exceeding availability, thereby forcing many industries to operate below 
capacity. This policy of industrialisation via import substitution and the 
neglect of export promotion in the earlier phase of Indian planning 
created severe foreign exchange scarcities. 

Moreover, the Mahalanobis strategy was based on the orthodox 
“saving-centred” strategy which obstructed the production strategy in 
two ways: (/) to determine the volume of total unspecified investment to 
be undertaken in the plan period and only thereafter to go to tlje 
question of investment allocation; and (ii) to use the technique of 

4 V.V. Desai, "Import Substitution and Growth of Consumer Industries, Economic 
and Political Weekly, 15 March 1969. 
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“planning backward” from final demand targets. The latter was the only 
practical approach for achieving a balance between aggregative and 
detailed planning. But this planning backward approach could not be a 
success due to lack of data required for a final demand oriented 
production programme. These loopholes in the Second Plan strategy led 
to the failure of the Plan to achieve its objectives and targets. 5 

The saving-centred strategy implies that a savings gap arises when the 
domestic saving rate is less than the investment required to achieve the 
target growth rate of the economy. In order to fill this gap, emphasis 
was laid on foreign aid to provide the missing components in the form of 
capital, technical knowhow and foreign exchange. This resulted in the 
problem of balance of payments and of external debt m the subsequent 
plans. 

Finally, the Mahalanobis strategy identified the economic develop- 
ment of India with the growth of GNP/GNP per capita To achieve the 
target growth rate, it stressed rapid industrialisation It was believed 
that the g3ins from growth of GNP would automatically ‘‘trickle down" 
to the poor in the form of increased employment and income 
opportunities. This was a serious weakness of the strategy Without 
laying down specific policy measures, the growth in GNP per capita 
failed to solve the problems of poverty, uncmploymcnt.and inequalities. 
Rather, these problems were accentuated in subsequent Plans. 

Strategy of the Third Plan. The strains and stresses experienced by the 
economy during (fie Second Plan made the planners more cautious 
while launching the Third Plan The Plan was conceived as "the first 
stage of a decade or more of intensive development leading to a 
self-reliant and self-generating economy ” The development strategy 
emphasised increase in agricultural production by providing adequate 
irrigation facilities, supplies of fertilizers, improved seeds, implements 
and machines, improved cropping patterns, and land reclamation and 
soil conservation schemes. Further the planners stressed the importance 
of developing the agricultural economy along cooperative lines and of a 
diversified rural economy in order to expand non-agnculturaf activities 
along with such activities as fish, poultry, animal husbandry and dairy 
farming, etc. 

The industrial sector was regarded as crucial for securing rapid 
economic advance For building a sound capital base and for self-reliant 
and self-sustained growth, special emphasis was placed on such 
industries as coal, oil. steel, clcctnc power, chemicals, machine-building 
and engineering The role of cottage and small industries was conceived 
as one of providing larger employment opportunities and of increasing 


'John P Lc»is. «>p cjI 
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the supply of consumer goods and some producer goods. 

Another feature of the development strategy of the Third Plan was to 
create a solid base for the expansion of exports so that the dependence 
on external assistance .'should disappear in the subsequent Plans. The 
Plan aimed at developing exports through such measures as raising 
productivity, reducing costs' and restraining consumption.' 

On the whole, “the strategy visualized for the Third Plan emphasized 
specially interdependence of agriculture and industry, of economic and 
social development, of national and regional development, and of the 
mobilization of domestic and external resources. It also placed great 
stress on measures for scientific and technological advance and for 
raising the general level of productivity, as well as on policies relating to 
population, employment and social change.” 

This was a balanced growth strategy. But the planners could not 
suddenly make changes in long-term projects which had been started 
during the Second Plan. So they had to continue large investments on 
the development of heavy and capital goods industries. This was also a 
logical sequel to the attainment of a self-reliant and self-generating 
economy. However, greater emphasis was laid in achieving self- 
sufficiency in food production and prddufction of agricultural raw 
materials for domestic industries and exports. But the balanced growth 
“strategy was formulated without much regard to the choice possibilities 
either over time or at a point of time. The project formulation and 
selection process as a result became somewhat arbitrary. The resulting 
imbalances and inefficiences were further aggravated by deficiences in 
the technique of planning and in the actual operation of policies which 
suffered from lack of coordination as well as meaningful operation link 
with development objectives.” Thus the actual strategy of the Plan 
turned out to be the Mahalanobis strategy of unbalanced growth. 

In its assessment of the Third Plan, the Planning Commission obser- 
ved that “the progress had been less than adequate and less than anti- 
cipated," the most significant shortfalls being in the agricultural and the 
industrial' sectors. In financial terms, the targets of the Plan had beeri 
reached. But several physical targets of the production and capacity 
could not be achievcd-owing largely to the unfavourable weather 
conditions which gave a serious setback to agricultural production, 
failure to take preparatory action, delays in finalising schemes, time 
taken in negotiating foreign assistance and obtaining equipment, hang- 
over of certain shortfalls in the Second Plan, aggression on our borders 
and the long-gestation period and phasing for most of the projects and 
programmes. 

Consequently, this resulted in low growth rate of the economy, several 
inflationnrv nressures. and bnlnnrp nf navmf>ntc m'c.V 
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performance of the Third Plan forced the Government to have Annual 
Plans for the next three >ears (1966-69) This period was termed as a 
“Plan holiday” by cntics 

Strategy of the Fourth Plan. The dismal performance of the three Five 
Year Plans under the framework of the Mahjlanobis strategy led the 
planners to evolve a second and realistic strategy for the Fourth Plan. 
There were two principal objectives of the Fourth Plan: maintaining 
growth with stability and progress towards self-reliance. The basic 
strategy of the Plan was to achieve these objectives through- (a) 
economic stability; (6) achieving an overall growth rate of 5.7 per cent 
per annum: (c) achieving an annual growth rate of 5.6 per cent in 
agriculture; (d) achieving an annual growth rate of 8 to 10 per cent in 
industry; and ( e ) raising exports at an annual rate of 7 per cent and to 
reduce foreign aid to one-half. Accordingly. 23.3 per cent of the total 
Plan outlay was allocated on agriculture and irrigation development 
programmes, 19.7 per cent on industry and minerals. 19.5 per cent on 
transport and communications programmes. 18 o per cent on power 
development, and 18.9 per cent on social services and others 
Accordingly, it gave the highest priority to agricultural development in 
keeping with the high dependence of the Indian economy on agricul- 
ture. The strategy for industrial development was given a new tinge by 
emphasising the importance of dispersal of industries in order to reduce 
concentration of economic power, to increase employment opportuni- 
ties. and for balanced regional development. Disparities of income and 
wealth were also sought to be reduced through various fiscal and 
educational measures. One of the important planks of the Plan's 
strategy was to increase exports and reduce imports and to do away with 
foreign aid gradually. Priorities were so accorded as to maintain stability 
and progress towards self-sufficiency in keeping with the overall strategy 
of balanced economic growth. 

But the Plan failed to achieve its objectives bxcept for the highest 
ever annual growth rate of exports averaging 12 8 per cent for the Plan 
period, the growth rates of the other sectors fell short of their targets. 
The growth rate of agricultural production was 3 8 per cent per annum, 
and of industrial production 3.9 per cent per annum The addition to 
installed power capacity increased by 50 per cent of the Plan target. The 
overall growth rate of the economy averaged 3.3 per cent per annum. 
Moreover, the Plan could do nothing to minimise the problems of 
poverty, unemployment, and uncquahtics. However, the poor perform- 
ance of the Fourth Plan was not due to any defect in us development 
strategy but the result of snags and spillovers of the Mahalanobis 
strategy of the Second and Third Five-Year Plans which h-^dev eloped 
in the economy. 



650 


The Economics of Development and Planning 


THE NEW DEVELOPMENT STRATEGY 

The criticism against GNP/GNP per capita as an index of economic 
development and the “trickle down” strategy implied in the Mahalano- 
bis strategy was gaining momentum among Indian and other econom- 
ists, and World Bank officials. But the first public salvo was let loose by 
Dudley Seers in his presidential address at the Eleventh World 
Conference of the Society for International Development held in New 
Delhi in 1969. He posed the problem thus: “The questions to ask about 
a country’s development are therefore: What has been happening to 
poverty? What has been happening to unemployment? What has been 
happening to inequality? If all three of these have declined from high 
levels, then beyond doubt this has been a period of development for the 
country concerned. If one or two of these central problems have been 
growing worse, especially if all three have, it would be strange to call the 
result ‘development’ even if per capita income doubled.” Robert 
McNamara, the then Governor of the World Bank, admitted in 
February 1970 the failure of the GNP Growth rate as ah index of 
economic development in the LDCs in these words: “In the first 
Development Decade, the primary development objective, a five per 
cent annual growth in GNP, was achieved. This was a major accomplish- 
ment. But this relatively high rate of growth in GNP did not bring 
satisfactory progress in the development. In the developing world, at 
the end of the decade: malnutrition is common, infant mortality is high, 
life expectancy is low, illiteracy is widespread, unemployment is 
endemic and growing, the redistribution of income and wealth is 
severely skewed.” The Draft Fifth Five-Year Plan acknowledged: 
“Economic development during the two decades since, the inception of 
planning has resulted in sizeable increase in average per capita income 
. . . Yet large numbers have remained poor. The existence of poverty is 
incompatible with the vision of an advanced, prosperous, democratic, 
egalitarian and just society implied in the concept of socialist pattern of 
development. . .Elimination of poverty must therefore, have the highest 
priority.” 6 

Accordingly, a new development strategy with ‘redistribution of 
investment’ was adopted in the Fifth Plan with emphasis on progressive 
reduction in absolute poverty, unemployment and inequalities, along- 
with a rising growth rate of GNP per capita. The redirection of 
investment to poverty groups is to be achieved through minimum (or 
baisc) needs programme. 

6 Government of India, Planning Commission, Draft Fifth Five-Year Plan, 1974-79, Vol. 
1, 1973. 
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The basic human needs strategy lays emphasis on providing basic 
material needs in terms of health, education, water, food, clothing, 
shelter, work, etc., as well as non-material needs such as cultural 
identity and sense of participation and purpose in life and work. The 
aim is to raise productivity and alleviate poverty by providing basic 
human needs to the poor. It is argued that the direct provision of basic 
human needs affects poverty in a shorter period and with fewer 
resources than those strategies which aim at increasing the productivity 
and incomes of the poor automatically over the long run through 
capital-intensive techniques Human resource development in the'form 
of education, health and other basic needs leads to a higher level of 
productivity. It is especially so where the people are rural landless or 
urban poor and have no physical assets except their two hands and the 
will to work. But there is no conflict between economic growth and 
basic needs strategies. 

Strategy of the Fifth Plan. The strategy of the Fifth Plan was in 
keeping with its twin objectives of the removal of poverty and 
attainment of economic self-reliance Among other things, it envisaged: 
(i) 4.37 per cent overall growth of gross domestic product This called 
for: (a) a higher level of investment, (b) higher level of efficiency, and 
(c) a higher level of saving and reduction of inequalities in incomes and 
consumption levels by making savings to come from the more affluent 
sections of society. (//) Expansion of productive emplo>mcnt (iii) A 
national programme of minimum needs (iv) Emphasis on agriculture, 
key and basic industries producing goods for mass consumption (v) 
Adequate public procurement and distribution system for essential 
consumption goods to poor people at reasonable pnccs (vi) Extended 
programme of social welfare, (vii) Vigorous export promotion and 
import substitution (»Zri) Rigorous restraint on non-csscntial consump- 
tion. (i'x) An equitable prices- wjgcs-incomes balance Lastly, institu- 
tional, fiscal and other measures for reduction of socul. economic and 
regional inequalities 

Regarding the removal of poverty, the Plan stated - “For a successful 
attack on poverty, growth and reduction arc indispensable " The main 
planks of the strategy for the removal of poverty were as under 

Poverty level was defined in terms of a minimum level of consump- 
tion. In the Fifth Plan, private consumption of Rs 40 6 per capita per 
month at 1972-73 pnees had been taken as a minimum desirable 
consumption standard. The Plan Report noted. “Elimination of poverty 
requires that large numbers of our people living below the poverty level 
must be enabled to have access to the minimum private consumption 
envisaged above.” Further, there should be a rising rate of growth of 
domestic along with a declining rate of growth of populauon. 
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The creation of more jobs and job opportunities was the principal 
instrument of economic policy if the incomes of the poorest at 30 per 
cent were to be increased. The bulk of the new opportunities would 
come within agriculture and other allied activities, and from village and 
small industries. 

The Plan aimed at diminishing concentration of economic power by 
creating an efficient and dynamic public sector ensuring improvement in 
productivity, especially in agriculture, and by encouraging new entre- 
preneurs in areas suffering from lack of competitive investment. In this 
context, public ownerships of the financial institutions were to be used 
to exercise appropriate forms of social control. 

Removal of poverty also required a minimum level of social 
consumption for different areas and sections of the community. This 
was incorporated as the National Programme of Minimum Needs in the 
Fifth Plan which included: (/) “The provision of facilities for elementary 
education for children up to the age of 14 at the nearest possible places 
to their homes; (ii) Ensuring in all areas a minimum uniform availability 
of public health facilities, which would include preventive medicine, 
family planning, nutrition and detection of early morbidity and 
adequate arrangements for referring serious cases to an appropriate 
higher echelon; (Hi) Supplying drinking water to villages suffering from 
chronic scarcity or having unsafe sources of water; (iv) Provision of all 
weather roads to all villages having a population of 1500 persons or 
more; this minimum limit being conceived of as for a cluster of villages 
in the case of hilly, tribal and coastal areas; (v) Provision of developed 
home sites for landless labour in rural areas; (vi) Carrying out environ- 
mental improvement of slums; and (vii) Ensuring the spread of electri- 
fication to cover approximately 30-40 per cent of rural population. 

Thus the policy measures for the removal of poverty included the 
postulated rates and patterns of growth of the various sectors of the 
economy, freeing the development process from dependence on foreign 
aid, and effective and integrated population policy, the provision for the 
National Programme of Minimum Needs, the emphasis on employment 
opportunities, the stress on the uplift of backward classes and 
development of backward regions, and an efficient public procurement 
and distribution system to ensure availability of essential goods to the 
poorer sections at reasonable prices. 

The Fifth Plan strategy was quite successful in achieving an average 
annual growth rate of5.2 per cent in national income, of 4.58 percent in 
agricultural production, of 6.2 per cent in industrial production, and of 9 
per cent in electricity generation. Consequently, there was remarkable 
price stability because prices rose by only 4.1 per cent per annum. But if 
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failed to make any dent in the problems of poverty, unemployment and 
inequalities 

Strategy of the Sixth Plan. The strategy of the Sixth Plan was uithrn 
the framework of the Fifth Plan Strategy As the Sixth Plan noted- -The 
basic task of economic planning in India is to bring about a structural 
transformation of the economy so as to achieve a high and sustained rate 
of growth, a progressive improvement in the standard of living of the 
masses leading to the eradication of poverty and unemployment and 
provide the material base for a self-reliant socialist economy ” It 
admitted “the limited effectiveness of ‘trickle down’ effect " But 
emphasised a substantial acceleration in the overall rale of growth of the 
economy alongwith a sharper redistribution focus in raising the share of 
(he poorer sections in national income and consumption and m the 
utilisation of public services Thus the mam strategy of the Sixth Plan 
was to strengthen the infrastructure for both agriculture and industry so 
as to create conditions for an accelerated growth m investment, output 
and exports to provide increased employment opportunities and to 
remove poverty As these are interrelated problems stress was laid on 
dealing with them through a systems approach rather than in separate 
compartments Tins involved greater managerial efficiency and inten- 
sive monitoring in all sectors and active involvement of the people in 
formulating specific schemes of development at the local level and 
securing their speedy and effective implementation 

The strategy for the removal of poverty emphasised on (a) transfer- 
ring assets and skills to the poorer sections of the souety and (b) 
providing employment in the slack seasons of the year The Integrated 
Rural Development Programme (IRDP) related to the first category 
and the National Rural Employment Programme (NREP) to the second 
category 

The IRDP had been conceived cssenliallv as an anti-poverty 
programme Since the hard core of poverty is to be found in rural areas, 
more than 13 per cent of the rural population was to be covered by 
*, , . . , ■ was robe spent 

, . ■ ■ flic household 

had been taken as the basic unit for poverty erauication The Plan 
assumed that of the 3.<XKI families to be covered in each block by IRDP 
during the Sixth Plan. 2.01X1 were to be covered bv schemes relating to 
agriculture and allied activities. 5tK1 bv village and cottage industries, 
and 51 JO In the services sector 

Since wages of landless labour, small and marginal farmers, rural 
artisans, scheduled castes, scheduled tribes and socially and economical* 

’Government of India Planning Cominwoon Suih Fw«.-\e±i PUa. * 
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ly backward classes are low, there is need to implement a limited 
measure of land redistribution. ‘A redistribution of 5 per cent of the 
cultivated area from holdings above 5 acres, to small farmers and 
agricultural labour households would have the effect of increasing 
income accruing to this class by 20 per cent.” The Plan aimed at raising 
12 million households in the rural sector above the poverty line by 
adopting IRDP and other programmes. 

The Plan also proposed to raise 6.1 million of the poor in urban areas 
above the poverty line through public redistributive services like health, 
education programmes. 

The employment strategy of the Plan was two-fold: (/) to reduce 
underemployment by increasing the rate of growth of the gainfully- 
employed; and (if) to reduce open unemployment. During the Sixth 
Plan, additional employment opportunities were to be made available 
through a large number of development projects to be undertaken by 
the public and private sectors. But such opportunities were by and large 
to benefit the educated and the trained. Accordingly, the unorganised 
rural people needed special attention. Small and marginal farmers and 
rural artisans having some asset base were to be gainfully employed 
through production enhancing schemes and allied agricultural program- 
mes like animal husbandry, fisheries, forestry, etc. 

However, 50 per cent of the agricultural labour households are 
landless and are without assets. They primarily depend upon wage 
employment for the sustenance. NREP had been proposed for such 
households. Under this programme, development projects and target 
group-oriented employment generation projects were to be closely 
intertwined. NREP was to be implemented as a Centrally-sponsored 
scheme on a 50:50 sharing basis between the Centre and the States. The 
Centre was to provide its share partly in cash and partly in foodgrains. 
Accordingly, wages were also to be paid in cash and partly in grains. 
Thus NREP aimed at providing employment opportunities which were 
to help the rural poor to get their daily bread, and planned utilisation of 
manpower for economic development. 

To improve the quality of life of the people the Sixth Plan gave high 
priority to social services. Social services were to be provided through the 
Minimum Needs Programme (MNP) which was introduced in the Fifth 
Plan. For optimising benefits, the MNP was proposed to be taken as a 
package and related to specific areas and beneficiary groups. It also 
emphasised greater need for integration at the micro-level for the 
implementation of MNP. 

Strategy of the Seventh Plan, The Seventh Plan is set within a 15-year 
perspective. The aim is to create by the end of the present century the 
conditions neccessary for self-sustaining growth and to provide basic 
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minimum ncees for all. “In more concrete terms, this means the 
elimination of poverty and creating conditions for near full employ- 
ment, the satisfaction of the basic needs of the people in terms of food, 
clothing and shelter, attainment of universal elementary education, and 
access to health facilities for all.”* 

To attain these objectives, the overall strategy of the Seventh Plan is: 
(i) action to sustain and enhance the momentum of economic expansion 
and technological development; (si) adoption of effective promotional 
measures to raise the productivity and incomes of the poorer sections of 
the population, poorer regions and poorer states; (mi) expansion and 
qualitative improvement in facilities for health, education and other 
basic civic amenities; and (iv) measures for bringing about a sharp 
reduction in the rate of population growth 

To sustain and accelerate the momentum of economic growth, 
substantial increases m the proportions of outlays have been made in all 
sectors as compared to the Sixth Plan, fn order to raise productivity and 
promote efficiency, increased and more efficiency utilisation of existing 
assets will be made both in agriculture and industry The new 
agricultural strategy adopts a coordinated approach to irrigation, 
drainage and land use managemnt of multiple cropping Besides, the 
emphasis will be on effective implementaion of land reforms and timely 
delivery of key inputs to farmers The industrial strategy will be on 
modernisation, investment m balancing equipment and technology 
ungradation. To accelerate the growth of agriculture and industry, 
increased emphasis will be on investments in infrastructure so that 
shortages do not arise in power, transport and coal Another plank of the 
Seventh Plan Strategy is the expansion and qualitative improvement in 
facilities for health, education and other basic amenities through the 
Minimum Needs Programme. The development strategy of the Plan and 
the pattern of growth emerging from it arc expected to lead to 
expansion of employment opportumtes and substantial reduction m 
poverty . 9 

A Resume 

The above analysis of the development strategy adopted in the 
various Indian five-year plans reveals that it has been one of balanced 
growth and its main constituents have been a structural transformation 
of the economy so as to achieve a high and sustained growth rale of the 
economy; a progressive improvement in the standard of living of the 

*Ga> eminent of India. Planning Commission. 77* ScsrniJi Fuc-yar Ran /v.vS-Wt. 
Vot. 1. October 1VS5 

*For details refer lo the chapter ‘Socnth Fise-Ycar Plan'- 
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masses by eradicating poverty, unemployment and income inequalities; 
and providing the material base for a self-reliant economy. This strategy 
has been instrumental in increasing substantially industrial and agri- 
cultural output, in providing considerable infrastructural facilitiesandin 
modernising the economy. The saving and investment ratios compare 
favourably with even some of the developed countries. But the growth 
rate of national income has been lower than the target rates of the plans. 
The strategy has failed to bring growth with stability and social justice. 
It has not been successful in reducing poverty, inequalities and 
unemployment. The goal of a self-reliant economy is still far away. 10 

A NOTE ON THE WAGE-GOODS STRATEGY OF DEVELOPMENT 

The wage -goods strategy of development was formulated by C.N. Vakil 
and P.R. Brahmanand in a book entitled Planning for an Expanding 
Economy in 1956. It was presented as an alternative to the Mahalanobis 
strategy. The Mahalanobis strategy was accepted by the Planning 
Commission and became the basis of the Second Five-Year Plan, while 
the wage-goods strategy was not given any serious thought. The 
Vakil-Brahmanand strategy was the opposite of the Mahalanobis 
strategy. The former emphasised the role of wage-goods as capital while 
the lattter laid emphasis on the role of fixed capital' in economic 
development. 

The wage-goods strategy was an extension of the Nufkesian thesis 11 of 
concealed saving potential in rural disguised unemployed in underde- 
veloped countries. Vakil and Brahmanand felt that an effective use 
could be made of the ‘saving-potential’ by employing the disguised 
unemployed at the project sites by supplying them with wage-goods 
consisting of only food. They argued that for every disguised unem- 
ployed worker to be transferred to project sites, there is a 'wage-goods 
gap.’ This gap reflects the difference between the old real wage rate and 
new real wage rate of the disguised unemployed worker. To bridge it. 
Vakil and Brahmanand suggested the creation of forced saving 
potential by the planning authority. They contended that if initially 
arrangements were made for the wage-goods of the first batch of 
workers, then it would be possible to give employment not merely to 
these workers, but to double their number. This means that the total 
increase in employment is a multiple of the initial increase in 
employment. In order to prove this, they devised a formula and called it 
the ‘wage-goods multiplier’. 


iu For a detailed explanation of the various aspects of the strategy referred to in this para, 
students should read ‘A Critical Appraisal' in Ch. 66. 
n For a detailed analysis, refer to Ch. 15. 
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Fhe wage-goods strategy was based on certain assumptions. First, the 
wage-goods consisted exclusively of food. Second , labour could produce 
capital goods without the help of other factors of production. Third, it 
was assumed that the average consumption of workers working on the 
farms could be kept constant after the disguised unemployed workers 
were transferred to the construction sites and that what the transferred 
workers were consuming on the farms could be siphoned off to feed 
them at the project sites Fourth, for the successful operation of the 
wage-goods multiplier, the wage-goods gap must be filled up. Lastly , 
the disguised unemployed must be engaged on project sites near their 
homes and not put to work in factories or in the capitalist sector away , 
from the family farms. 

Jagdish Bhagwati and S. Chakravarthy 12 have been very critical of the 
wage-goods strategy of Vakil and Brahmanand on the following 
grounds. First, the operational part of this strategy was based on the 
assumption of the existence of the disguised unemployed in agriculture 
But the authors did not subj'cct this concept to any critical investigation 
nor did they try to measure the extent of disguised unemployment m 
India. Secondly, “they did not pay any attention to the possibility that 
the production process may not be of the simple Austrian type that they 
had assumed, labour-* capital goods— *consumcr goods The mere 
availability of labour would not alone solve the problem of greater 
capital formation. Extra capital equipment would be needed and would 
need to be either produced at home or imported, hence raising the 
complex of issues raised earlier in connection with the Mahalanobis 
model .” 13 Thirdly , the deployment of surplus labour in rural construc- 
tion activities cannot be entirely independent of the decisions taken 
elsewhere in the economy with respect to the use of scarce resources 
including wage-goods Fourthly, the inclusion of only food and the 
exclusion of non-food items from wage-goods makes the model 
unrealistic. Lastly, “the social welfare function implicit m Vakil and 
Brahmanand's approach to planning was novel at the time, they were 
emphasising the need to minimise the time needed to reach full 
employment. Whether such an objective function constitutes an 
adequate social welfare function is very doubtful, but that it is an 
objective which needs very careful consideration is beyond doubt/’ 

The wage-goods strategy was not given any attention by the planners 
in India till the end of the Fourth Plan It was in the Fifth Plan that this 

» , C'«>flinf’utK>n fo Injun Cwnomy—A Suncv. 1971* 

, p 15. 

u lbt J. p 16 



658 


The Economics of Development and Planning 


strategy was accepted for the eradication of poverty and unemployment 
in rural India, in particular with the adoption of the Food for Aid 
Programme in 1978. 

Professor Brahmanand has amended the original wage-goods strategy 
discussed above by removing some of its defects and unrealistic 
assumptions and making it broad-based by including such factors as 
population distribution, monetary-fiscal policies, and extending the 
wage-goods to non-food items. He calls it the ‘Extended Wage-goods 
Strategy.’ 15 

He defines wage-goods as ‘consumption necessities required for 
subsistence and performance of work.’ These include subsistence as wqll 
as collective goods which are required by the poorest in the community. 
He gives a list of roughly 22 items. The production of such commodities 
should be expanded faster than the growth rate of population^ 

He emphasises the importance of capital goods in development and 
gives priority to the production of those capital goods which are needed 
for the production of wage goods. 

The supply of the “integrated wage-goods complex” — wage-goods 
plus capital goods needed for their production — must grow at a 
considerably higher rate than the growth rate of population to absorb 
the disguised unemployed. 

The net output-productivity of a unit of labour is higher than the 
consumption of wage-goods so that the supply of output tends to 
increase by the multiplier process. 

The savings-income ratio can be substantially increased by adopting 
appropriate monetary-fiscal measures. In this extended wage-goods 
strategy the savings-income ratio is much higher because the capital 
requirements are much lower than under capital-intensive strategy. 
Hence the average growth rate will also be higher. Since the strategy 
depends on the mobilisation of savings, long-term interest rates should 
be kept at a high level. “But an active short-term interest rate policy is 
also advocated in order to reduce the incidence of commodity 
hoarding.” 

This strategy also depends on the building up of an adequate public 
distribution system in respect of important wage-goods to keep the price 
level in check. Thus it aims at avoiding inflation. For this, the money 
supply should grow at about the same average rate at which output and 

supply of wage-goods are growing. 

€ 

Falling Economy and How to Revive It — Presidential Address at the 60th Annual 
Conference of the Indian Economic Association, December 1977; and Planning for , a 
Futureless Economy, November 1978. 
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The extended wage-goods strategy is also dependent upon a policy of 
population stabilisation. 

Since the strategy aims at removing disguised unemployment and 
unemployment among the rural poor, it is egalitarian in nature. 

The entire initiative for the implementation of this strategy in the 
form of starting economic overheads in rural areas, investing in them, 
providing wage-goods to workers and mobilisation of savings must come 
from the government. 

' This strategy is free from the dependence upon foreign capital of 
foreign technology and thus does not involve any special balance of 
payments problems. Thus it aims at self-reliance. 

In conclusion, the extended wage-goods strategy attempts to build an 
analytical scheme which tries to solve the triple problem of unemploy- 
ment, poverty and inequality in India. 
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The extended wage-goods strategy is also dependent upon a policy of 
population stabilisation. 

Since the strategy arms at removing disguised unemployment and 
unemployment among the rural poor, it is egalitarian in nature. 

The entire initiative for the implementation of this strategy in the 
form of starting economic overheads in rural areas, investing in them, 
providing v, age-goods to w orkers and mobilisation of savings must come 
from the government. 

This strategy is free from the dependence upon foreign capital of 
foreign technology and thus does not involve any special balance of 
payments problems. Thus it aims at self-reliance. 

In conclusion, the extended wage-goods strategy attempts to build an 
analytical scheme which tries to sohe the triple problem of unemploy- 
ment, poverty and inequality in India. 



Chapter 64 

RESOURCE MOBILISATION IN INDIAN PLANS 


MEANING 

Resource mobilisation refers to the scheme of collecting funds for 
financing a plan. It involves the study of various internal and external 
sources of finance for the execution of the plan. Finance is the 
instrument for resource mobilisation. It is essential for the purpose of 
removing maladjustment between supplies and demands of goods and 
services in order to avoid inflation and balance of payments difficulties. 
If sufficient funds are not available, the achievement of physical targets 
becomes an impossibility. The importance of resource mobilisation in 
an underdeveloped country lies in curtailing consumption and augment- 
ing savings for an accelerated investment in the community. The 
methods of resource mobilisation in Indian Plans for private and public 
sectors are as follows: 

METHODS OF RESOURCE MOBILISATION 

Resources 'available for private investment in India are corporate 
savings, household and cooperative savings plus net inflow of foreign 
loans. Financial institutions like the LIC, banks, cooperatives, land 
development banks, unit trust, etc., help to mobilise a large part of 
community savings for private investment. 

For Financing the public sector, there are mainly three items of 
tresource mobilisation: (i) Domestic budgetary resources which include 
balance from current revenues; contributions of public enterprises like 
railways, posts and telegraphs and others; retained profits of the 
Reserve Bank; net market borrowings and borrowings by financial 
institutions likelFCI, IDBI, State electricity boards and others; small 
savings; State provident funds; miscellaneous capital receipts; and 
additional resource mobilisation in the form of fresh taxation by the 
Centre and the States. These are also called internal sources. 

(ii) Net Budgetary receipts corresponding to external assistance. ■ 
(Hi) Deficit financing. 

A clear picture of mobilisation of resources can be had from a 
detailed study of Financing the various Indian Plans. 
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FINANCING THE FIRST PLAN 

Jj 1 Plan ’ the actual total investment in the public sector was 

Ks 1 ,960 crores as against the estimated outlay of Rs 2,378 crores. The 
resource mobilisation scheme of the Plan is shown in Table 64.1. 

The pattern of finance in the public sector shows that 73.4 per cent of 
the financial resources came from budgetary sources, 17 per cent 
through deficit financing and 9.6 per cent from external resources. 
Surplus on current revenue and railway surplus provided 38.3 per cent 
of the Plan resources while loans from the public accounted for 10.5 per 
cent of the total resources. This was an outstanding achievement of the 
First Plan, for public borrowing had exceeded by about Rs 90 crores the 
original target of Rs 115 crores. Similarly, small savings increased by 
Rs 34 crores and miscellaneous capital receipts by Rs 43 crores from the 
original targets of Rs 270 and 135 crores respectively. The total amount 
of external assistance received was Rs 296 crores out of which Rs 188 
crores were actually utilized while Rs 108 crores were carried forward to 
the Second Plan. Deficit financing was resorted to in a very cautious 
manner. As a result, the actual amount of deficit financing exceeded the 
postulated by Rs 43 crores only. 

Table 64.1. Financial Resources of the First Plan 


Item 

Rs crores 

Percentage 

TaxaUon and surpluses of railways 

752 

tit t 

Public loans (net) 


HI 1 

Small savings unfunded dcbl 

-'*** 

L 

Miscellaneous capital receipts (net) 



External assistance 


r i' 

Deficit financing 




Total 

l.VfO 

uv» «' 


Source; Third FiwYear Plan 


The shortfall of public expenditure by Rs 41S crores as we* too 
non-utihzation of the total external assistance dunng the jvnod woio 
•tfinbuted to defective planning.. dcla>s in the evecunon ot I fan 
Projects, shortage of equipment and materials, and ^ named 
personnel. On the whole, the modest First Plan taco an* 

financial difficulties and was mainly financed through irdey 
the contribution of external assistance being 9 o per *vn: 

Pnvatc sector investment exceeded the Plan esunt-.e bv F • 
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the actual total investment in the private sector being Rs 1,800 crores as 
against Rs 1,600 crores envisaged during the Plan. 

FINANCING THE SECOND PLAN 

The original Second Five-Year Plan proposed an outlay of Rs 4,800 
crores. But subsequently the Plan had to be pruned and the actual 
expenditure came up to Rs 4,600 crores. The details of the resource 
mobilization scheme are given in Table 64.2. 

During the Second Plan the aggregate financial outlay in the public 
sector was below the original estimates by Rs 130 crores. There were 
wide divergencies between the original and actual outlays. The balance 
available from current revenues had shown a net fall of Rs 340 crores. It 
was only Rs eleven crores , as against Rs 350 crores as originally 
estimated. Small savings had also been less by Rs 80 crores than 
envisaged earlier. However, net loans from public exceeded the 
estimafe by Rs 56 crores. But deficit financing had been within proper 
limits. It amounted to Rs 954 crores as against Rs 1,200 crores set 
originally. Even this much of deficit financing was instrumental in 
raising prices and indicated the limitations of this method of financing. 
External assistance exceeded the original target of Rs 800 crores by 
Rs 250 crores but it failed to ease the balance of payments position. 
"‘Stringent restrictions had to be imposed on less essential imports. 
Foreign exchange reserves had to be drawn down by Rs 600 crores. In 
addition, external assistance of the order of Rs 872 crores was utilized in 
the public as well as private sectors, besides commodity imports of 
Rs 534 crores under the PL 480 assistance and net drawals from the 
International Monetary Fund of the order of Rs 55 crores.” 1 

Table 64.2. Financial Resources of the Second Plan 


(in Rs crores) 


Item 

Original 

Percentage 

Actual 

Percentage 

Balance from current revenues 
(excluding additional taxes) 

350 

7.3 

11 

0.2 

Contribution of railways 

1 50 

3.1 

167 

3.6 

Loans from public (net) 

700 

14.6 

756 

16.1 

Small savings (net) 

500 

10.4 

422 

9.0 

Provident fund and other miscel- 
laneous capital receipts 

250 

5.2 

261 

5.6 

Additional taxation 

450 

9.4 

1.052 

22.5 

External' assistance 

800 

16.7 

1,049 

22.5 

Deficit financing 

1,200 

25.0 

954 

20.4 

Uncovered gap 

400 

8.3 

— 

— 

Total 

4.S00 

100 

4,672 

100 
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The Second Plan target for 850 crores (Rs 450 crores plus Rs 400 
crores of uncovered gap) of additional taxation was substantially 
exceeded Additional taxation of Rs 1,052 crores both by the Centre 
and State was raised. However, tax collection as a percentage of 
national income could only nse from 7.5 per cent to 8.9 per cent. 

Unlike the First Plan, external assistance accounted for 22.5 per cent 
of the financial resources during Second Plan. Deficit financing PM 
per cent) along with heavy taxation (22.5 per cent) led to nse in pnees. 
The investment target of Rs 2,400 crores in the private sector was 
exceeded by Rs 600 crores which showed that heavy taxauon did not 
adversely affect private investment. 


FINANCING THE THIRD PLAN 

The Third Plan proposed an outlay of Rs 7,500 crores w the 
sector which was raised to Rs 8,000 crores in t e wa e ° crores. 
Emergency. The actual investment was, however, ^ 

Table 64.3 shows the resource mobilization scheme of the S 

with the original estimates. 


Table 64.3 Financial Resookces of tne Tmio Pian 

(ia Rs aocni 

— 


Balance from current revenues 
at 1960-61 rate of taxation 
Contribution of railways at 1960-61 
fares, freight and tariffs 
Surplus from other public enterprises 
Loans from the public (net) 

Small savings (net) 

Slate provident funds 
Compulsory deposits and annuity 
deposits (net) 

Steel Equalisation fund 
Balance of miscellaneous capital 
'eceitps (net) 

Additional taxauon, including 
measures to increase the surplus of 
Public enterprises 
Budgetary receipts corresponding 
to external assistance (net) 
Defiat financing 
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the actual total investment in the private sector being Rs 1,800 crores as 
against Rs 1,600 crores envisaged during the Plan. 
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originally. Even this much of deficit financing was ire', 
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External assistance exceeded the original target of R- 
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ii 


'•i 


Table 64.2. Financial Resources of 






Item 

Original Pcra. 

Balance from current revenues 


(excluding additional taxes) 

350 

Contribution of railways 

ISO 

Loans from public (net) 

700 f 

Small savings (net) 

500 1 

Provident fund and other miscel- 

. | 

laneous capital receipts 

250 

Additional taxation 

450 

External assistance 

800 : 

Deficit financing 

1,200 : 

Uncovered gap 

400 

Total 

4.8(H) ; ' 


1 Third Five- Year Plan., p. 34. 
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The Second plan target for 850 crorcs (Rs 450 crorcs plus Rs 400 
crores of uncovered gap) of additional taxation was substantially 
exceeded. Additional taxation of Rs 1,052 crorcs both by the Centre 
and State was raised. However, tax collection as a percentage of 
national income could only rise from 7.5 per cent to 8.9 per cent. 

Unlike the First Plan, external assistance accounted for 22.5 per cent 
of the Financial resources during Second Plan. Deficit financing (20.4 
per cent) along with heavy taxation (22.5 per cent) led to rise in prices. 
The investment target of Rs 2,400 crorcs in the private sector was 
exceeded by Rs 600 crores which showed that heavy taxation did not 
adversely affect private investment. 

FINANCING T1IE THIRD FLAN 

The Third Plan proposed an outlay of Rs 7,500 crorcs in the public 
sector which was raised to Rs 8,000 crores in the wake of the National 
Emergency. The actual investment was, however, Rs 8,577 2 crorcs. 
Table 64.3 shows the resource mobilization scheme of the Plan along 
with the original estimates. 


Table 64.3. Financial Resources of the Third Plan 

(in Rs crorcs I 



Total 


7.300 


8.377 



>64 


The Economics of Development and Planning 


Over the Plan period, the total revenue receipts of the Centre, States 
ind Union Territories rose by 100 per cent from Rs 1,718 crores in 
[960-61 to Rs 3,599. crores in 1965-66. This massive increase in revenue 
•eceipts was the result of intensification of resource mobilization in the 
:ountry. The. yield from additional taxation exceeded the target of 
Rs 1,710 crores by Rs 1,182 crores. This was the outcome of the 
increased tax effects made by the Centre and the States. The emphasis 
tvas less on the imposition of new taxes and more on enhancing the rates 
and widening the coverage of existing taxes and duties. “A good part of 
the fresh taxation undertaken at the Centre and the States during the 
Third Plan period was, however, absorbed by increase in non-Plan 
expenditure including, among others, defence and additional emolu- 
ments and allowances to Government employees so that the contribu- 
tion of additional taxation towards Plan resources was smaller than 
might appear from the total yield. v ’ 

During the first two years of the Plan, the balance from current 
revenues was Rs 163 crores and Rs 56 crores respectively. But in the 
subsequent years there was a sizeable deterioration following the 
declaration of the Emergency and the consequent increase in defence 
and other non-Plan expenditures with the result that the net balance 
from current revenues was minus Rs 419 crores, against Rs 550 crores 
estimated in the Plan. 

There was a shortfall in the anticipated contribution of railways by Rs 
38 crores against the five-year estimate of Rs 100 crores. During the first 
three years, the contribution exactly matched the anticipated sum of Rs 
100 crores but it declined in the last two years of the Plan due to the 
increase in the working expenses and revision of pay scales and 
allowances of the railway staff. 

The next source, surpluses of other public enterprises includes besides 
net profits, depreciation, reserve funds and other funds of the 
enterprises. As against the estimate of Rs 450 crores, contributions of 
the enterprises were Rs 373 crores, showing a shortfall of Rs 77 crores. 

Efforts to raise loans from the public had been quite successful. The 
original target of Rs 800 crores was exceeded by Rs 23 crores, mainly 
due to the authorization by the Centre to the States to float loans 
independently of the former after 1963. 

While small savings amounted to Rs 565 crores, Rs 35 crores short of 
the original estimate. State Provident funds brought in Rs 336 crores. 
The original estimate was Rs 265 crores. This sum was exceeded by Rs 
71 crores due to the introduction of compulsory provident fund scheme 
for all Central Government employees. 

In the original financial scheme of the Third Plan, there was no 
provision of compulsory deposits and annuity deposits. It was in the 
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third year of the Plan that a compulsory deposits scheme was introduced 
in the form of an additional surcharge on income-tax which brought in 
Rs 30 crores in 1963-64 and Rs 1.6 crores in 1964-65 when it was 
discontinued and gave place to an income-tax annuity deposit scheme in 
the budget of 1964-65. This additional source along with the earlier one 
brought in Rs 117 crores during the Plan. 

The net accrual from the Steel Equalisation Fund was placed at Rs 
105 crores. In the first three years of the Plan, the contribution from this 
source was Rs 23 crores. On 1 March 1964. the surcharge on iron and 
steel was abolished, as a result no adjustments were to be made with 
regard to new transactions. Therefore, the collections of the arrears of 
the previous surcharge on iron and steel in the last two years of the Plan 
came to Rs 11 crores, thereby making a total contribution ofthcFundto 
Rs 34 crores. 

‘Balance of miscellaneous capital receipts’ is a highly variable item 
which includes entries in the capital budget on account of numerous 
deposits, funds, loans, advances. States trading etc. Over the Plan 
period, the net out-turn was Rs 238 crores as against Plan estimate of Rs 
170 crores. It was expected that “the non-PIan capital disbursements 
would be kept down to the minimum and recoveries in respect of arrears 
of outstanding loans and advances would be speeded up.” These 
expectations were fully materialised. 

In the original estimates, net budgetary receipts against external 
assistance had been placed at Rs 2.200 crores, but the actual amount of 
net foreign aid utilization was Rs 2,423 crores, being 28.2 per cent of the 
total outlay. 

Lastly , the limit of deficit financing placed at Rs 550 crores was 
exceeded by Rs 583 crores, the actual amount of deficit financing being 
Rs 1,133 crores. 

On the whole, the resource mobilisation scheme of the Third Plan w as 
satisfactory. Efforts to boost up taxation, voluntary and compulsory 
savings, provident funds and public loans were quite successful. But 
deficit financing was more than double the original estimate. This was, 
however, unavoidable in an economy operating under emergency 
conditions. Inflation also led to and fed itself on higher cost of capital 
equipment, materials, wages, etc., thus necessitating higher doses of 
deficit financing. 


FINANCING THE ANNUAL PLAN 

The resources mobilisation scheme of the Annual Plans for 196669 
along with their original estimates is given in Table 64.4. 

The years 1966 to 1968 of the Annual Plan were of great stress for * 'v 
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Table 64.4. Financing of the Annual Plans (1966-69) 


(Rs. in crores) 


Item 

Original 

Estimates 

Actual 

Estimates 

Percentage 

Balance from current revenues at 1965-66 rates 

866 

346 

5.2 

Surplus of public enterprises including railways 
Additional taxation including measures to 

587 

401 

6.1 

increase the surplus of public enterprises 

1,060 

902 

13.6 

Loans from public (net) 

571 

725 

10.9 

Small savings 

State provident funds and other 

391 

355 

5.4 

miscellaneous capital'receipts (net) 

Budgetary receipts corresponding to external 

420 

810 

12.2 

assistance (net) 

2,435 

2,410 

36.4 

Deficit financing 

335 

676 

10.2 

Total 

6,675 

6,625 

100.0 


economy. Failure of harvests for two consecutive years 1965 to 1967 and 
decline in the growth rate of industrial production and the rising price 
level put a heavy strain on the resources available for the two years. 
Balance from current revenues was Rs 346 crores which was much 
below the original estimates by Rs 520 crores. Rather, the non-Plan 
expenditure increased because of increases in dearness allowances of 
the Government employees, higher cost of Government purchases, and 
of interest on foreign loan due to devaluation, and the grant of food 
subsidies. 

The deficit of the railways was minus Rs 120 crores which increased 
by Rs 56 crores more than the original estimate, due to the increase in 
the working expenses as a consequence of rising cost of material and 
grant of higher dearness allowances to employees, and the failure of the 
anticipated increase in railway traffic to materialise. Underutilisation of 
capacity coupled with higher dearness allowances and cost of materials 
resulted in the fall of Rs 130 crores in the surpluses of other public 
enterprises. They were Rs 521 crores. 

Additional taxation also fell short of the anticipated amount of 
Rs 1,060 crores by Rs 158 crores. It was Rs 902 crores. Subscriptions to 
market loans were Rs 725 crores which were higher by Rs 154 crores. 
Collections from small savings were Rs 355 crores and were lower by Rs 
36 crores. Accretions to State Provident Funds and miscellaneous 
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capital net receipts were Rs 810 crores and were higher by Rs 340 crores 
over the original estimate due to larger inflow of deposits and debts at 
the Centre and substantial depletion of food stock in the States. Though 
budgetary resources corresponding to external assistance were Rs 2,410 
crores as compared with the original estimate of Rs 2,435 crores, jet in 
reality they were lower by Rs 341 crores adjusted for devaluation. 

The actual amount of deficit financing was Rs 676 crores against the 
estimated sum of Rs 335 crores for the three Annual Plans. Surprisingly, 
the First Annual Plan had no provision for deficit financing in its 
resource mobilisation scheme and in the Second Annual Plan the 
provision was made for a very modest amount of Rs 28 crores. But the 
actual amount of deficit financing was Rs 1 89 crores and Rs 224 crores 
respectively for the two years. 

FINANCING THE FOURTH PLAN 

The total outlay envisaged in the Fourth Plan was Rs 24,882 crores. Of 
this, the public sector outlay was Rs 15,902 crores and the pm ate sector 
outlay was Rs 8,980 crores. The resource mobilisation scheme of the 
Plan is given in Table 64.5. 

As usual, a number of defects and shortcomings arc to be found in the 
resource mobilisation scheme of the Fourth Plan. As a result, a number 
of items were overestimated while others were underestimated. We 
attempt a brief appraisal of the financial scheme of the Plan with 
reference to Table 64.5. 

According to the Draft Fifth Plan, the total outlay of the Fourth Plan 
was expected to be Rs 16,160 crores, Rs 258 crores higher than the 
original estimate of Rs 15,902 crores. However, making allowance for 
the rise in prices, the total resources in real terms were to show a 
significant shortfall as compared to the original estimates 

In the original estimates, the balance from current revenues at 
1968-69 rates was estimated at Rs 1,673 crores In actuahtv, it was 
(minus) Rs 236 crores. The main reasons were large defence expendi- 
ture, additional pay and dearness allowances to gov emment emplovccs, 
food subsidy, relief to Bangladesh refugees, larger outlav on drought 
and flood relief, etc. 

On account of the expansion of Reserve Bank credit and the resultant 
increase in its income-) iclding assets, and the high rate of return on 
these assets, the retained earnings (profits) of the Reserve Bank were 
Rs 296 crores as against Rs 202 crores originally estimated, showing an 
additional saving of Rs 94 crores. 
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The Posts and Telegraphs also earned Rs 93 crores more than the 
ariginal estimates of Rs 225 crores. 

In the original estimates of the Fourth Plan, Rs 1,280 crores were 
expected as profits from other public enterprises. These were finally 
estimated at only Rs 801 crores. In the case of railways (minus) Rs 165 
:rores had been calculated in the final estimates. 

In the original estimates of the Fourth Plan, public borrowings (by the 
Centre and State Governments, financial institutions, and Centre and 
State enterprises) had been placed at Rs 1,820 .crores. In the final 


Table 64.5. Financial Resources for the Fourth Plan 


Item 

Original 

estimates 

Latest 

estimates 

Balance from current revenues at 1968-69 
rates of taxation 

1673 

—236 

Contribution of public enterprises at 



1968-69 fares, freights and tariffs: 

(a) railways . 

265. 

—165 

(b) posts and telegraphs 

225 

318 

(c) IDC, ARC, REC, DVC, and central 

power generation 

259 

181 

(d) others 

1,280 

801 

Retained profit of Reserve Bank 

202 

296 

Net market borrowings of central and state 
governments 

1,415 

2,135 

Borrowings by financial institutions: 

(a) FCI 

155 

— 

(fa) others 

250 

177 

Small savings 

769 

1,162 

Annuity deposits, compulsory deposits. 

prize bonds, etc. 

(-) 104 

(-) 98 

State provident funds 

660 

874 

Net mice, capital receipts 

1,685 

1,455 

Additional resources mobilisation... 

3,198 

4,280 

Loans from LIC etc., and state enterprise 

gross market borrowings 

506 

833 

Net budgetary receipt corresponding to 
external assistance 

2,614 

2,087 

Deficit financing 

850 

2,060 

Aggregate resources 

15,902 

16,160 


Source: Draft Fifth Five-Year Plan (1974-79). 
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estimates, Rs 2,312 crores were expected from this source. Similarly, 
Rs 1 ,162 crores and Rs 874 crores were expected respectively (tom small 
savings and State Provident Funds as against Rs 769 antes ,md Rs 600 
crores envisaged originally. Thus these two sources pointed towards 
increase of Rs 393 crores and Rs 214 crores respectively, 

In the scheme of resource mobilisation, deficit financing to (he tune of 
Rs 850 crores had been underestimated as usual. In their enthusiasm to 
stick to a moderate dose of deficit financing, the planners seemed to 
have forgotten the past vn this respect. In the I bird l'lan, delicti 
financing was fixed at Rs 550 crores butt he actual amount was more than 
double, being Rs 1,133 crores. In the three Annual Plans (1966 69), it 
was Rs 676 crores as against the estimated sum of Rs 3)5 crons. In fail, 
deficit financing is always a guess work, for all deficits m the differr nt 
sources of financing a plan are met through this source, I lie actual 
amount of deficit financing, however, depends upon the prevailing 
economic trends. For instance, the Economic Survey for 1974 75 place d 
it at Rs 2,589 crores whereas the Draft f ifth Plan estimated it at 
Rs 2,060 crores. 

Since the level of taxation tn the economy was already high, the sum 
of Rs 3, 198 crores originally envisaged was not advisable It was M'dun d 
to Rs 2,834 crores by the Ministry of Finance in the middle of 19/0, 
Again, it was raised to Rs 3,154 crores m the mid-term appraisal of lire 
Plan. In the final estimates, additional resource* mobilisation had lx ui 
placed at Rs 4,280 crores. No doubt, India is the least r.ixcd country 
where taxation was about 13 per cent of the national income in 1968 ill, 
yet even this tended to affect the cumomy adversely . Indirect tan* 
ranging from 25 to 50 per cent of the prices <>! most commoditu s 
accentuated inflationary pressure* 'Ibc opinion of Min P.C. Illiat' 
tacharya, the cx-Govcrnor of the Reserve Rank of India, that taxation 
in India far from curbing inflation ha* aggravated it, merits consider/' 
tion. 

The total budgetary receipt* corresponding io external a fav^ 
were estimated ai Rs 2/>14 crorci. In the final esiirnafr* the/ had bses 
pLacedat R*2/j5f7crr,meidusivcof t>*c Vi#iei wheal loan 
amount of wheat loan was included, external avastance dur ,r.i 
period wovid be agndacanti/ lo »ct than originally r.un~^c‘ ‘ 


#J>A.NCr.V> my nr Hi 

The fetal vs-Uj /sA for the yd As. ‘sfU,i ^ '/L 
Fr. --'/car flan had Veen eerinuted at V * 29,'/ri ' 

" % 


MS ‘4* /t/ J, 2 U>*fA 6* X" 
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The Posts and Telegraphs also earned Rs 93 crores more than the 
original estimates of Rs 225 crores. 

In the original estimates of the Fourth Plan, Rs 1,280 crores were 
expected as profits from other public, enterprises. These were finally 
estimated at only Rs 801 crores. In the case of railways (minus) Rs 165 
crores had been calculated in the final estimates. 

In the original estimates of the Fourth Plan, public borrowings (by the 
Centre and State Governments, financial institutions, and Centre and 
State enterprises) had been placed at Rs 1,820 crores. In the final 


Table 64.5. Financial Resources for the Fourth Plan 


Item 

Original 

estimates 

Latest 

estimates 

Balance from current revenues at 1968-69 

rates of taxation 

1673 

—236 

Contribution of public enterprises at 

1968-69 fares, freights and tariffs: 

(a) railways ' ’ 

265 

—165 

( b ) posts and telegraphs 

225 

318 

(c) IDC, ARC, REC, DVC, and central • 

power generation 

259 

181 

(d) others 

1,280 

801 

Retained profit of Reserve Bank 

202 

296 

Net market borrowings of central and state 
governments 

1,415 

2,135 

Borrowings by financial institutions: 

(a) FCI 

155 

— 

(b) others 

250 

177 

Small savings 

769 

1,162 

Annuity deposits, compulsory deposits. 

prize bonds, etc. 

(— ) 104 

(-) 98 

State provident funds 

660 

874 

Net mice, capital receipts 

1,685 

1,455 

Additional resources mobilisation... 

3,198 

4,280 

Loans from LIC etc., and state enterprise 

gross market borrowings 

506 

833 

Net budgetary receipt corresponding to 

external assistance 

2,614 

2,087 

Deficit financing 

850 

2,060 

Aggregate resources 

15,902 

16,160 


Source: Draft Fifth Five-Year Plan (1974-79). 
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■states Rs 2,312 crores were expected from this source. Si mi ljr iv, 
,16„ crores and Rs874 crores were expected respectively from small 
' crores 5 o” d Sla H P ™ riden ‘ Fu " ds as a 8 ainsl Rs 7M notes end Rs (XX) 

increase of tT 3 aT 81naUy ' lh “ Ihcse * w0 ™ t! P°'»te<i toward 
increase of Rs 393 crores and Rs 214 crores respecinely. 

R Sin Sciieme of resource mobilisation, defiat financing to the tunc of 
”? 850 crores had been underestimated as usual. In their enthusiasm to 
suck to a moderate dose of deficit financing, the planners seemed to 
nave forgotten the past in this respect. In the Third Plan, deficit 
financing was fixed at Rs 550 crores but the actual amount was more than 
double, being Rs 1,133 crores. In the three Annual Plans (1966-69), it 
was Rs 676 crores as against the estimated sum of Rs 335 crores. In fact, 
deficit financing is always a guess work, for all deficits in the different 
sources of financing a plan are met through this source. The actual 
amount of deficit financing, however, depends upon the prevailing 
economic trends. For instance, the Economic Sun cy for 1974-75 placed 
it at Rs 2,889 crores whereas the Draft Fifth Plan estimated it at 
Rs 2,060 crores. 

Since the level of taxation in the economy was already high, the sum 
°f Rs 3,198 crores originally envisaged was not advisable. It was reduced 
to Rs 2,834 crores by the Ministry of Finance in the middle of 1970. 
Again, it was raised to Rs 3,154 crores in the mid-term appraisal of the 
Plan. In the final estimates, additional resources mobilisation had been 
placed at Rs 4,280 crores. No doubt, India is the least (axed country 
where taxation was about 13 per cent of the national income in 1968-69, 
)«t even this tended to affect the economy adversely, Indirect taxes 
ranging from 25 to 50 per cent of the pnees of most commodities 
accentuated infiationary pressures. The opinion of Shti P.C. Bhat- 
tacharya, the ex-Govemor of the Reserve Bank of India, that taxation 
in India far from curbing inflation has aggravated it, ments considera- 
tion. 


The total budgetary receipts corresponding to external assistance 
were estimated at Rs 2,614 crores. In the final estimates they had beeo 
placed at Rs 2,087 crores exclusive of the Soviet wheat loan Even d the 
amount of wheat loan was included, external assistance during the r 
Period would be significantly lower than original!) envisaged 


FLVA.va.VG THE FIFTH PLAN ^ 

"Hie total outlay proposed for the public sector w 
-- - — crores 


five-Year Plan had been estimated at Rs 39.303 c 


*The acJual outlay had been Ri 39.A26 2 -crores 1“ l,crn ' >M 
•viable. 
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of financial resources for the Fifth Plan are given in Table 64.6. 

The scheme of resources mobilisation of the Fifth Plan reveals that 
81.8 per cent of the total resources required for financing the Plan were 
proposed to be raised through domestic budgetary resources, 14.8 per 
cent through external assistance, and 3.4 per cent through deficit 
financing. Details of the various resources are given below: 

The balance from current revenue at 1973-74 rates of taxation for the 
Plan period had been estimated at Rs 4,901 crores. 

Surpluses of public enterprises at 1973-74 fares, freights and tariffs 
had been estimated at Rs 849 crores. In the case of railways, the figures 
had been estimated at minus Rs 1,818 crores. The sharp deterioration in 
the contribution of railways had been attributed to slow growth of 
traffic, increase in working expenses due to revision of emoluments of 
railway employees, and rise in the prices of fuel, stores, etc., and higher 
interest payments. 

The contribution of posts and telegraphs at 1973-74 rates was 
estimated at Rs 380 crores. This reduced contribution was due to the 
impact of revision of emoluments of postal employees and increased 
cost of materials needed by the posts and telegraphs department. 

The contribution of other public enterprises had been estimated at 
Rs 2,287 crores. The deterioration in the contribution was also due 
mainly to sharp increase in establishment costs and higher prices of 
fuels, spares and other materials. 

Net market borrowings were expected to yield Rs 5,879 crores or 15 
per cent of the total resources. But the actual net market borrowings 
exceeded the original estimates. They were Rs 6,537 crores. This was 
due to the tendency of the black money holders to turn it into white 
money. 

Small savings had been estimated at Rs 2,022 crores. They were more 
than fulfilled during the Plan period because of the incentives provided 
in the taxation proposals. The actual amount of small savings was 
Rs 2,475 crores. 

Net receipts from State provident funds were estimated at Rs 1,987 
crores. These estimates were almost fulfilled on account of the payment 
into provident funds of the first instalment of the DA impounded in 
1976 under the extended scheme of compulsory savings, together with 
interest thereon. The actual amount from this item was Rs 1,947 crores. 

Besides market borrowings, the State Governments also borrow from 
the LIC for housing, water supply and sewerage schemes, and from the 
REC for rural electrification. Such loans had been estimated at Rs 628 
crores for the Plan period. 

Miscellaneous capital receipts “reflect the net result of receipts and 
disbursements under a number of budget heads. The major sources of 
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TA ° 1 - E6, ■ 6 F,N « ic "-c OF THE Fifth Pl«, Ouieat 


item 


RewedpUn 
Kj crofcj - 


Balance from current revenue* ai 1973-74 
rates of taxation 

Gross surplus of public enterprises at 1973-74 
fares, freights and tariffs 

(а) railways 

(б) posts and telegraphs 
(d) others 

Net market borrowings 

Small savings 

State provident funds 

Net term-loans from financial institutions 

Miscellaneous capital receipts (net) 

Additional resources mobilisation 

(а) Centre 

(б) Slates 

Borrowings against utilization of foreign 
exchange reserves 
Net external assistance 
Deficit financing 


4,901 

fv49 
— MIS 
380 
2.287 
5.879 
2X122 


628 

556 

14.693 

8.494 

6,199 

600 

5,834 

1354 


Per cent 


12-5 


22 


15 0 
5 1 
5.1 
1 6 
1.4 
37 4 


15 

14-8 

3.4 


Total 


39503 100.0 


Source; fifth five- Year PUn. 1974-79 


receipt are loan recov cries from households, special deposits by the 
Employees' Provident Funds and other non-Gov eminent Provident 
Funds and net accretion to other deposits and funds, while the major 
disbursements are loans for non-Plan purposes and capital outlay 
outside the Plan, including outlay on State trading. The estimates tor 
1976-77 also take into account special borrowings of R$ 4S0 crorcs from 
the Reserve Bank against compulsory deposit." The aggregated net 
miscellaneous capital receipts over the Plan period had been calculated 
at Rs 556 crores. But the actual receipts were much higher, bang 
Rs 7,319 crores exclusive of special borrowings from the Reserve Bank 
against compulsory deposit. 

The measures adopted by the Central and State Governments and 
their enterprises for additional resource mobilisation had been esti- 
mated to yield Rs 14,693 crorcs over the Plan period. To adaeve the 
financial target of Rs 14,693 crores, the Plan document laid emphasa oa 
certain specific measures: (a) More reliance on indirect taxes in order » 
curb conspicuous consumption, to promote economic saror 

resauces, and to mop up windfall profits ia cotam 
Rationalisation of the pricing policies of public enterprises a or ^ 




Resource Mobilisation in Indian naming 
Taole m - 6 F'nancinc oh mt Finn pun Oun „ r 

Item 

Reused plan 

. R» uitfes 

Balance from current revenues ai 1973-74 


rates of taxation 


Gross surplus of public enterprises J973-74 

4,‘JOl 

fares, freights and tariffs: 

K49 

(a) railways 

—l.S IK 

(6) posts and telegraphs 

jail 

(cf) others 

2.2K7 

Net market borrowings 

3,879 

Small savings 

2,022 

State provident funds 

1 ,7X7 

Net term-loans from financial institutions 

62H 

Miscellaneous capital receipts (net) 

JW 

Additional resources mobilisation 

n/wi 

(a) Centre 

M>1 

(b) States 

b.m 

Borrowings against utilization of foreign 


eschaoge reserves 

Ml 

Net external assistance 

S>14 

Deficit financing 

1,JS4 


Total yijll 

Source- Filth Fi*C-Yar FUa. 1774-79 


bl\ 


Per i(»! 


12 \ 
22 


lUl 

s l 
1 1 
1 A 
1.4 
17 4 


I 1 
S4« 
14 


t MU 


receipt aie loan recoveries from household*, special deposits by if*c 
Employees' Provident Funds and other non-Governmcnt Provident 
Funds and net accretion to other deposits and fund*, while the major 
disbursements are loans for aoo-PUn purposes and caj»ui our Uy 
outside the Plan, including outlay on State trading The esumates J»* 
1976-77 also take into account special bo rxuwp of Ks <>/J a ore* U<ao 
the Reserve Bank agamu oompuisory dcpr/ui.' The a«yc^ied net 
miscellaneous capital receipts over the Plan pezv/i tad been c*>u-l*sed 
at Rs 556 acres. But the actual recess were much lapher. 

Rs 7319 crorcs eiduave of tperial bonvwmgs from tht Rrxne 


agaiixu compulsory deposit. _ . 

the cnmia aiJcpKd ^ «!* s '-^ c 

Ibtij cmctpriid fcr («r--ac L°1 xca o> 

nul'J to i ri 14/553 crarci oicr Kw joivi T<> «•< 
£=44>=i) iir£il cf Rs 14/03 acce- i-rwo: 
ccetiin -!>«-•{■« - >-x- fa) bfr.ee rcuucce os indirect tr sn^ 

curb coespiewus cxxasumpiwn, to promote ckikiibc *** *** t ‘ 
rr-ouses, a^d io mop -? uinnhJl pr-dhs m =sSUl ' 

3 of ;bc pomeE p'-iicucs uf puttie 
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bring prices in better alignment with costs, (c) Greater reliance on 
agricultural taxation and revision of irrigation rates, road transport 
fares, and electricity tariffs by State Governments to augment their 
resources. 

There was no provision for borrowing against utilisation of foreign 
exchange reserves in the Draft Fifth Plan. Since the foreign exchange 
position was quite comfortable and the reserves had increased substan- 
tially during the last few years, Rs 600 crores were proposed in the final 
plan to be withdrawn from these reserves during the last two years of the 
Plan. Actually Rs 758.3 crores were withdrawn during the last three 
years of the Plan. 

Net external assistance for the Fifth Plan had been estimated at 
Rs 5,834 crores which comes to 14.8 per cent of the total outlay. But the 
actual amount of net external assistance during the Plan period was less 
than that, being Rs 3,539 crores. 

In the Draft Fifth Plan, the amount of deficit financing had been fixed 
at Rs 1,000 crores which was raised to Rs 1,354/crores in the final 
document of the Plan. But the actual amount of deficit financing for the 
first four years of the Plan was Rs 1,763 crores. It was Rs 1,602 crores in 
the last year of the Plan 1978-79, thereby showing an overall amount of 
Rs 3,365 crores for the entire Plan period.* 


I 


•For the resource mobilisation scheme of the Sixth Plan, 
chapter. 


1980-85, refer to the next 



Chapter 65 

SIXTH FIVE-YEAR PLAN 1980-85 


The Sixth Five-Year Plan, 1980-85, was formally launched with the 
budget for 1980-81. The Draft Plan-Frame was released in September 
1980 and the Draft Sixth Five-Year Plan, 1980-85, in February 1981. 
The Plan envisaged an aggregate outlay of Rs 1,72,210 crorcs. Of this, 
the public sector outlay was estimated at Rs 97,500 crorcs and the 
private sector outlay at Rs 74,710 crorcs. The GDP was estimated to 
grow at the annual rate of 5.2 per cent and the per capita income at 3.3 
per cent annum. 


OBJECTIVES 

The main objectives of the Sixth Plan were. 

(i) a significant step-up in the rate of growth of the economy, the 
promotion of efficiency in the use of resources and improved producti- 
vity; 

(li) strengthening the impulses of modernisation for the achievement 
of economic and technological sclf-rclijncc. 

(iii) a progressive reduction in the incidence of poverty and unem- 
ployment; 

0’v) a speedy development of indigenous sources of energy, with 
proper emphasis on conservation and efficiency in energy use, 

(v) improving the quality of life of the people in general with special 
reference to the economically and socially handicapped population, 
through a minimum needs programme whose coverage is so designed as 
to ensure that all parts of the country attain within a prescribed period 
nationally accepted standards; 

(vi) strengthening the redistributive bias of public policies and 
services in favour of the poor contributing to a reduction in inequalities 
of income and wealth; 

(i/i) a progressive reduction in regional inequalities in the pace of 
development and in the diffusion of technological benefits; 

(viii) promoting policies for controlling the growth of population 
through voluntary acceptance of the small family norm: 

fix) bringing about harmony between the short- and the long-term 
goals of development by promoting the protection and improvement of 
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value added by the end of the Plan (1984-85). Commodity-wise 
foodgrains were estimated to increase from 128 million tonnes in 
1979-80 to 154 million tonnes in 1984-85; sugarcane from 176 million 
tonnes to 215 million tonnes, oilseeds from 10.2 million tonnes to 13 
million tonnes; cotton 7.3 million bales to 9.2 million bales; and jute and 
mesta 7.5 million bales to 9.1 million bales over the Plan period. To 
achieve these targets, the agricultural policy during the Sixth Plan' was: 
(a) to consolidate the gains already achieved; (b) to accelerate the pace 
of implementation of land reforms; (c) to extend the benefit of new 
technology to more farmers, cropping systems and regions; (d) to 
promote greater farm management efficiency through concurrent 
attention to cash and non-cash inputs; (e) to make agricultural growth 
not only an instrument of maintaining an effective national food security 
system but also a catalyst of income and employment generation in rural 
areas; (f) to promote scientific land water-use patterns based on 
consideration of ecology, economic energy, conservation and employ- 
ment generation; (g) to safeguard the interests of both producers and 
consumers by the needs of production, conservation marketing and 
distribution in an integrated manner. Besides, to sustain and expand 
production, a variety of inputs and services like fertilisers, manures, 
improved seeds, -plant protection chemicals, modem implements and 
machinery, and agricultural ‘credit are proposed to be increased 
considerably. During the Sixth Plan, 13.5 per cent of the total public 
sector outlay was spent on agricultural and allied activities (Table 65.1). 

Irrigation and Flood Control. The outlay on irrigation and flood 
control during the Plan period was 9.9 per cent of the total Plan outlay. 
It was expected to increase the irrigation potential from minor, medium 
and major projects by 137.41 lakh hectares. The strategy of irrigation 
development during the Plan period was: (a) to expeditiously complete 
ongoing medium and major irrigation schemes as technically and 
financially feasible; (b) to start only a few selected projects so as to keep 
up the tempo of development in the Seventh Plan, as also to meet the 
needs of drought prone, tribal and backward areas and to remove 
regional imbalances; (c) to improve implementation of the programme 
by aiding and strengthening monitoring organisations of the projects 
both at the State and Central levels; (d) to plan in advance for scarce 
materials of construction such as cement, steel, coal, diesel, etc., 
required for planned implementation of medium and major irrigation 
works; (e) to take up work of modernisation of irrigation systems in a 
phased manner; ( f) to introduce Warabandi on rotational distribution 
system on the existing and new projects; (g) to optimise benefits 
through the conjunctive use of surface and ground waters; (h) to 
strengthen Command Area Development (CAD) organisations and 
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authorities, and to integrate functioning of canal management autho- 
rities, CAD authorities and irrigators; (i) to ensure adequate mainte- 
nance of canals and distribution systems by making adequate financial 
allocations; (/) to set up a system for regularly evaluating the 
performance of projects by appraising the actual benefits vis-a-vis 
proposed; (fc) to carry out detailed surveys and investigations for 
preparation of new project reports to be undertaken by the end of 
1989-90; (/) to start investigation for a National Plan for inter-basin 
transfers of water from the water-surplus areas to the water-short areas; 
(in) to restructure the management procedures in such a way that the 
fanners and public in command, catchment and watershed areas fully 
participate in the scientific management of the water and soil resources 
of the areas and thereby increase terrestrial and aquatic productivity per 
unit of water, land and time. 

Energy. The Sixth Plan accorded the high priority to the development 
of energy by spending 28 per cent of the total outlay on it. The 
development strategy of this sector was to reduce dependence on 
imported oil by following an appropriate pricing policies, utmost 
economy and maximum efficiency in the proper use of petrol, diesel and 
petroleum products. Some of the other features of this were: (i) To 
intensify efforts for the exploration and development of domestic 
resources of oil; (/i) to pursue vigorously the exploitation and 
development of coal, hydro and nuclear resources for power generation; 
(iii) to set up biogas plants in order to economise the use of kerosene 
and diesel in rural areas; and lastly, greater attention to research oa the 
development of renewable sources of energy, particularly the use of 
solar energy. 

Science and Technology. The Plan spent 1 per cent of the total outlay 
on the development of science and technology. It accepted the crucial 
role of science and technology as an instrument of social and economic 
change. The aim is to develop on a long-term basis a sound base in 
science, in competence and in skills. For this purpose, the strategy of the 
Plan was: (a) to attract and retain the best and young talent to 
'contribute to science and technology and to achieve originality and 
excellence in terms of international standards; (6) to improve and 
transform the existing structure of science and technology for this 
purpose, and to establish more effective linkages in organisational form 
and policy framework; and (c) to identify major new areas of science 
and technology in special significance to the country 

Industry and Minerals. For the development of industry and 
minerals, the Sixth Plan spent 13.8 per cent of the total outlay. Besides 
emphasising optimum utilization of existing capacities and improve- 
ments in productivity, the industrial development strategy included: 
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(a) Substantial increase in manufacturing capacities in public -and 
private sectors to raise the supply of consumer, intermediate and capital 
goods; (b) stepping up of the export of engineering goods and industrial 
products so as to increase foreign exchange resources substantially; 
(c) import of contemporary technology and the development of 
indigenous know-how through domestic R & D; and lastly, adoption of 
new strategies for the development of backward regions and to prevent 
concentration of industry in existing metropolitan areas. 

Due to its very favourable capital-output ratio and high employment 
intensity in the village and small industrial sector, the Plan gave high 
priority to its speedy development and allocated 1 .8 per cent of the total 
outlay to this sector. The main features of the strategy were: (i) to 
improve the levels of production and earnings by upgrading of skills and 
techniques and producer-oriented marketing; (ii) creation of additional 
employment opportunities by dispersal and decentralisation of indus- 
tries in rural and semi-urban areas; (Hi) to establish a wider 
entrepreneurial base by providing appropriate training and package of 
incentives; (iv) creation of a viable structure of village and small 
industries in order to progressively reduce subsidies; and lastly, to 
increase efforts in export promotion. 

Transport. The importance of transport infrastructure for the 
industrial sector and the general development of the economy for a 
country of the size of India can hardly be over-emphasised. The Sixth 
Plan recognised the need for a National Transport Commission at the 
Centre for an effective coordination and integration of different aspects 
of the transport sector. Among the objectives and strategies of the 
national transport policy of the Plan were: (a) removal of the transport 
bottlenecks that have existed in the movement of industrial and 
agricultural goods and in the promotion of international trade; (b) 
creation of adequate additional capacity to match and remain ahead of 
anticipated traffic; (c) conservation of energy, especially diesel, to the 
maximum extent; (d) coordination among different user organisations 
for making optimum use of available capacity within the transport 
sector; (e) priority to the completion of ongoing projects; (f) maximum 
utilization of existing assets through higher productivity; (g) evolving a 
rational pricing structure in the public sector transport undertakings so 
• that they may run on profits and contribute adequately to the national 
resources; and (h) special emphasis on the transport needs of the 
remote and isolated areas like the North-Eastern Region. For the 
development of rail, road and other transport infrastructure and 
communications, the Sixth Plan spent 15.9 per cent of the total outlay. 

Social Services. To improve the quality of life of the people, the Sixth 
Plan gave a very high priority to social services. Accordingly, 14.3 per 



Sixth Five-Year Plan 19S0-85 


679 


cent of the total Plan outlay was spent on this sector. Social sen ices is a 
very comprehensive term which includes education, health and family 
welfare, housing anil urban development, water supply and sanitation, 
welfare of scheduled castes, scheduled tribes and other backward 
classes, social welfare, nutrition, labour and labour welfare, etc. 
However, it is through the Minimum Needs Programme (MNP) that 
social services were to be presided to the people The MNP was 
introduced in the Fifth Plan (1974-79) and includes the following 
components' elementary education, rural health, rural water supply, 
rural roads, rural electrification, housing assistance to the landless 
labourers, environmental improvement of urban slums, and nutrition. 
The Plan emphasised that “for optimising benefits, these programmes 
have to be taken as a package and related to specific areas and 
beneficiary groups.” There was also greater need for integration at the 
micro-level where the programmes were to be implemented. Keeping in 
view the urgency and importance of these programmes, the Sixth Plan 
gave high priority in the allocation of resources by allocating Rs 5,807 
crores to MNP out of Rs 14.035 crores allocated to the entire social 
services sector 

The Sixth Plan conceived family planning as a part of health and 
family welfare Such a programme consisted of an integrated package of 
measures in health care, water supply sanitation, infant nutrition, care 
for the aged, education and extension services The objective of the 
population policy was to reduce the net reproduction rate to 1 per cent 
by 1995. 

PUBLIC SECTOK OUTLAYS 

In keeping with the broad strategy outlined above, the distribution of 
public sector outlay in the Sixth Plan is detailed in Table 65.1 

Table 65.1. Sixth Plan Public Outlay 1980-85 

(in Rs crons) 


Had Origins! 


Agriculture and allied activities 

12533 8 

12.9 

15003 9 

Irrigation and flood control 

12160 0 

12.5 

1W25 1 

Energy, science and technology 

27400 6 

231 

32CNJ 4 

Village and small industries 

17S0 5 

1 8 

1951 9 

Industry and minerals 

13237 0 

13 6 

15338 1 

Transport and communications 

15546 3 

12 9 

17M9 8 

Social services and miscellaneous 

14336 8 

15 2 

17372 1 
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The total public sector outlay for the Plan period had been fixed at Rs 
97,500 crores but the actual Plan expenditure was Rs 1,10,821 crores. 

FINANCING THE SIXTH PLAN 

Of the aggregate outlay of Rs 1,72,210 crores envisaged for the Sixth 
Plan, the public sector outlay had been estimated at Rs 97,500 crores 
and the balance of Rs 74,710 crores in the private sector. The estimates 
of original and latest financial resources in the public sector are shown in 
Table 65.2. 

Table 65.2. Financial Resources for theSixthPlan, 1980-85 

(Rs crores) 




Original 

Latest 

Total Per 

S.No. 

Item 

estimates 

estimates 

. cent 

1 . 

Balance from current revenues at 1979-80 





rates of taxes 

14478 

1893 

1.7 

2. 

Contribution of public enterprises 

9395 

5810 

5.2 

3. 

Market borrowings 

19500 

22120 

20.0 

4. 

Small savings 

6463 

9912 

8.9 

5. 

State provident funds 

mi 

3956 

• 3.6 

6. 

Term loans from financial 





institutions (Gross) 

2722 

2582 

2.3 

7. 

Miscellaneous capital receipts (Net) 

4009 

7365 

6.6 

8. 

External assistance 

9929 

8529 

7.8 

9. 

Drawing down .of foreign exchange reserves 

1000 

— 


10 . 

Additional resource mobilisation 

21302 

32970 

29.7 

11 . 

Uncovered gap/deficit financing 

5000 

15684 

14.2 


Aggregate resources 

97500 

110821 

100.0 


The scheme of Financial resources for the Plan as presented .in the 
Table 65.2 reveals that 92.3 per cent was mobilised from domestic 
sources and the remaining 7.7 per cent from external sources. Of the 
domestic resources, greater reliance had been placed on additional 
resource mobilisation, market borrowings and on deficit financing. 

According to the latest estimates, the total Plan expenditure was 
Rs 1,10,821 crores as against the original target of Rs 97,500 crores. 

Item-wise, the balance from current revenues at 1979-80 rates of 
taxation estimated at Rs 14,478 crores had been overestimated because 
it was Rs 1,893 crores. 

The amount of Rs 9,359 crores expected as the surpluses of public 
enterprises was also not met because public enterprises suffered from 
several constraints. So they contributed Rs 5,810 crores for the Plan 
period. 
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It is the market borrowings, though kept at a very high level of 
Rs 19,500 crores in the financial scheme of the Plan, that exceeded by 
Rs 2,620 crores. They yielded Rs 22,120 crores. 

So far as small savings and State and public provident funds are 
concerned, they exceeded because of the various saving mcenuvcs 
provided in the budgets during the Plan period. They jneldedlbi 9,912 
crores and Rs 3,956 crores as against the Plan targets of Rs 
and Rs 3,702 crores respectively. The net miscellaneous capi P 

were of the order of Rs 7,356 crores in comparison to Rs ■',«» "ores 
estimated in the Plan. There had been massive additional 
mobilisation of over Rs 32,970 crores against the Plan target of 

Rs 21,302 crores. . . -Stance 

The inflow of foreign resources composing net ““"J 1 
external commercial borrowings and IMF Ex cn c crorcs i n the 
Rs 8,529 crores against the original estimate of Rs ilO,« {cd at 

scheme of resource mobilisation, deficit financing h d f ^t 

Rs 5,000 crores. But this had been underesttma dedb ! 

financing during the Plan P enod ”1“ ° “jj , hc f.nancial scheme of 
However, there had been one principal flaw nine tin ^ ^ 

the Plan. The original financial ' c »“ rces p ri « s , the year in which 
estimated at 1979-80 prices and not at 1980^81 pnecs, , ^ 
the Plan was launched. During this pen . h ad nS cn and that 

per cent. It means that the cost of ongomg^ s jf allo * ancc WC rc 

the Plan outlay was much lower i ^ |hc sixth P i an outlay of 

made for the pnee nse dunng the j* h q{ ^ or igmal target 
Rs 1,10,821 crores estimated now would fal 
by about 20 per cent at 1979-80 prices. 
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THE PATTERN OF INVESTMENT IN INDIAN PLANS 


The pattern of investment refers to the allocation of investment among 
the various sectors of the economy. The pattern of investment in a plan 
is determined by its scheme of priorities. The planning authority decides 
the pattern of investment in keeping with the scheme of priorities in a 
plan. It determines whether priority is to be given to agricultural or 
industrial development, or to small or large scale industries, or to 
power, or transport, or social services. It is on these considerations that 
the pattern of investment is determined in a plan. Thus the pattern of 
investment is the first important step in formulating a development 
plan. 

The pattern of investment in the various five-year Plans of India is 
shown in Table 66.1. 


THE FIRST PLAN 

The table reveals that the pattern of investment in the First Plan was to 
create the necessary economic and social orerheads like power, 
transport, public health, education, etc., and to develop agriculture. 

Accordingly, the highest priority was given to agriculture including 
irrigation on which 31 per cent out of the total outlay of Rs 1,960 crores 
was made. This was to make up the deficit in foodgrains and raw 
materials created by the partition, and ultimately to achieve self- 
sufficiency in them to meet the future requirements of the rising 
population and expanding industrial sector of the economy. Next in 
order of priorities were investment on transport and communications 
(27 per cent) and social services (23 per cent). 

The main defect of the pattern of investment in the First Plan was the 
low priority given to the development of industries and minerals on 
which only 6 per cent of total investment was made. This led to serious 
difficulties of foreign exchange, industrial raw materials, rising prices, 
etc. during the Second Pian. 

THE SECOND PLAN 

To correct this imbalance in the pattern of investment of the First Plan, 
the investment on industries and minerals was of the order of 20 per cent 
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Table 66.1. Pattern of Investment in Lsdian Plans k Puclx-»^t 


Head 

hi 

II 

HI 

Anaraal 

/V 




Plan 

Plan 

Phn 

PUnt 

no 




(1951-56) (1956-61) (1961-66) (1S"><&) (1^7*11. 

I* A-'\, 


1. Agriculture 
and allied 
sectors 

15 

11 

13 

17 

15 

u 

y 

2. Imgation 
and flood 
control 

16 

9 

S 

7 

9 

u 


3. Power 

13 

10 

IS 

18 

19 

19 


4. Village 
and small 
industries 

2 

4 

3 

2 

1 

t 


5 Industries and 
minerals 

4 

20 

20 

23 

18 

a 

14 

6 Transport and 
communi- 
» cation 

27 

28 

25 

18 

19 

17 

16 

7. Social 
services and 
miscellaneous 

23 

18 

16 

IS 

19 

18 

16 

Total 

100 

100 

too 

100 

100 

10U 

100 


out of the total outlay of Rs 4,672 crores during the Second Plan. This 
much of investment was considered essential for building a strong 
capital base and to increase productive and technical capacity within the 
economy. More attention was focused on the development of cottage 
and small industries to create large employment opportunities by 
investing 4 per cent of the total outlay on them. 

For a balanced development of the economy, investments in 
transport, agriculture and irrigation, and social services were kept at 
high levels. Investment on transport and communications was -a per 
cent which was the highest among all the sectors. This was essential to 
overcome transport bottlenecks that were expected to arise with 
development. Investment of the order of 20 per cent on agriculture 
irrigation was essential to supply additional foodgrams for the 
population and raw materials for industrial progress o 
facilities for training of science and technical pcrsoor.c arc *cr 
increasing their supply in order to reduce inadequacies of admirers* c 
machinery 18 per cent of the total investment was made oa them v 
also included expenditure on improving health, sanitation anJ c. 
tion. 
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The pattern of investment outlined above was successful in the 
establishment of heavy industries like steel, machine tools, machinery, 
heavy electricals, scientific instruments, etc. It also helped in developing 
the means of transport and communications a little. But production in 
the agriculture sector was not unifov n to meet the requirements of the 
industrial sector. This was due to large scale dependence on uncertain 
monsoons. Further, cottage and small industries failed to boost the 
production of consumer goods, and investment on social services failed 
to remove administrative inadequacies. Due to large investments in the. 
different sectors of the economy and shortages of raw materials, power 
and consumer goods, large amounts of foodgrains, raw materials and 
heavy machinery and equipment were imported which led to acute 
foreign exchange difficulties. Further, shortages of essential materials 
and commodities created severe inflationary pressures within the 
economy. 

THE THIRD PLAN 

The failure on the agricultural front and the strains and stresses 
experienced by the economy during the Second Plan made the planners 
more cautious in designing the pattern of investment for the Third Plan. 
Accordingly, the pattern of investment during the Third Plan was 
designed to increase and sustain the growth rate of over 5 tier cent per 
annum of national income during the subsequent plans; to achieve 
self-sufficiency in foodgrains and increase agricultural production to 
meet the requirements of future industry and export; to expand basic 
industries like steel, chemicals, fuel and power, and to establish 
machine building capacity, so that the requirements of further indus- 
trialisation could be met within a period of ten years or so mainly from 
the country’s own resources; to utilize to the fullest possible extent the 
manpower resources of the country and to ensure a substantial 
expansion in employment opportunities; and to establish progressively 
greater equality of opportunity and to bring about reduction in 
disparities in income and wealth and more even distribution of 
economic power. 

In keeping with this pattern of investment, out of the total investment 
of Rs 8,576.5 crores 21 per cent was spent on agriculture and irrigation, 
23 per cent on the development of small and large scale industries, 25 
per cent on transport and communications, 16 per cent on social and 
other services, and 15 per cent on power projects. This scheme of 
priorities for the Third Plan emphasised specially interdependence of 
agriculture and industry, of economic and social development, of 
national and regional development, and the creation of a solid base for 
the expansion of exports in order to remove the dependence on external 
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assistance in the subsequent plans. It also placed great stress on 
measures for scientific and technological development and for raising 
the general level of productivity, removing transport bottlenecks, 
providing more power to agriculture and industry, expanding education- 
al facilities at all levels, providing larger public health and family 
planning services, and larger employment opportunities. 

Despite a broad-based scheme of priorities and balanced pattern of 
investment, the Third Plan experienced serious inflationary pressures 
and balance of payments difficulties due to shortfalls in agricultural and 
industrial production. 

THE ANNUAL PLANS 


The pattern of investment during the three Annual Plans (1966-69) was 
meant to remove strains in the economy arising from unprecedented 
and sharp fall in agricultural production in 1965-66 to 1959-60 level, and 
to secure a feasible growth rate without generating inflationary 
pressures within the economy. The emphasis was on the fullerutihzation 
of the infrastructure already created and filling up the essential gaps in 
the economy to pave the way for its future development Accordingly, 
agriculture and irrigation were given the highest priority when 24 per 
cent of the total investment of Rs 6,625.4 crores was made on them. 23 
per cent of the total investment was made in the organised industrial 
sector with a view to expand and consolidate the industrial base of the 
economy. The main emphasis was to fully utilize the installed capacity 
and effect improvements in productive efficiency. Power and transport 
were each allocated 18 per cent of the total investment, the emphasis 
being on expanding the essential overhead facilities in keeping with the 
requirements of the growing economy. In the field of social services, 
higher investments were made on education, scientific research, family 
planning, water supply and sanitation schemes. 

The pattern of investment during the three Annual Plans helped in 
uplifting the economy. Agricultural production increased, recession was 
controlled, strains and stresses rn the economy were removed, and the 
tempo of development initialed in the earlier plans was kept up which 
paved the way for starting the Fourth Five-Year Plan. 

THE FOURTH PLAN 


The pattern of investment in the Fourth Plan was such as to give the 
highest priority to agriculture and irrigation development programmes. 
As sStfou. of the S investment of Rs 15.T79 ero.es, 24 percent .* 
allocated to this sector, while the allocation to ever, other sector «s 

Fourth Pbn 
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lot of the small cultivator, the farmer and the agricultural labourer. For 
this, they were provided more facilities in the form of minor irrigation, 
agricultural credit, inputs services, etc. The Agro-Industrial Corpora- 
tion was set up to supply agricultural machinery on hire-purchase and to 
provide technical and other related services to the farmers. Further, a 
Small Fanners’ Development Agency was set up in 45 selected districts 
to help ensure availability of inputs service and credit. Another 
important measure to help the small farmers was to intensify land 
farming through research and application of new technology to dry 
farming areas. Besides, the programmes started in the earlier five-year 
plans were continued and intensified. But the overall strategy was 
intensive cultivation instead of bringing additional land under cultiva- 
tion. 

The pattern of investment in the industrial sector aimed at dispersal of 
industrial activity and enterprise. For this purpose, assistance and 
incentives were provided by the State Governments, and disincentives 
and restrictions were imposed for the establishment of industries in 
large cities. The policy of dispersal of industries also aimed at reducing 
concentration of economic power and increasing employment opportu- 
nities. The pattern of investment on the development of transport and 
communication was so designed as to reduce transport bottlenecks and 
to develop transport facilities in backward areas for a balanced regional 
development. In the fields of social services and power generation, the 
schemes of the Annual Plans were continued. In the overall pattern of 
investment, the aim was to increase exports and reduce imports and to- 
do away with foreign aid gradually. Priorities were fixed in such, a 
manner as to maintain stability and progress towards self-sufficiency. 

Despite allocating a very high precentage (24 per cent) of total 
investment to the development of agriculture and irrigation, there were 
shortfalls in agricultural production during the plan period. These were 
not due to bad weather conditions but due to technological constraints 
and shortfalls in the supply of chemical fertilisers and improved seeds. 

THE FIFTH PLAN 

The investment pattern of the Fifth Plan was in keeping with its twin 
objectives of removal of poverty and attainment of economic self- 
reliance. The guiding principles of the pattern of investment were: 
(i) Speedy completion of projects; (ii) full utilization of capacities and 
potentials already created; (Hi) achievement of the inescapable mini- 
mum targets of additional capacity in the core sector; and (iv) attain- 
ment of certain minimum level of development for the ecoriomically 
weaker sections of society. Accordingly, out of the total investment of 
Rs 39,426 crores during the Fifth Plan period, 23 per cent was allocated 
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to industry and mining, 22 per cent to agriculture and irrigation, 19 per 
cent to power, 18 per centto social services, and 17 per ccntto transport 
and communications. 

The pattern of investment designed in the Fifth Flan cm isaged 4.4 per 
cent growth rate of gross domestic income. This necessitated a higher 
level of investment, higher level of efficiency, and a higher level of 
saving and reduction of inequalities in income and consumption levels 
This called for expansion of productive cmpIo>mcnt; a national 
programme of minimum needs; emphasis on agriculture, key and basic 
industries producing goods for mass consumption; public procurement 
and distribution of essential consumption goods to the poor at 
reasonable rates; extended programme of social welfare; vigorous 
export promotion and import substitution, restraint on non-essential 
consumption, an equitable prices-wagcs-incomcs balance, and institu- 
tional, fiscal and other measures for reduction of social, economic and 
regional inequalities. 

The investment pattern in the industrial sector aimed at the diffusion 
of ownership, maximisation of employment, dispersed growth of 
industries and upgradation of scientific and technological capabilities 
through encouragement of village and small industries, development of 
industrially backward areas, and application of science and'tcchnolog> 

In the field of agriculture, the investment pattern was designed to 
achieve the growih rate of 3 9 per cent, of 3.6 per cent in the production 
of foodgrains, and of 3.9 per cent of non-food crops. These (rageted 
growth rates in agricultural production required the exploitation of 
high-yielding varieties of cereals and multiple cropping, greater involve- 
ment of small and marginal farmers, the application of dry farming 
techniques on a large scale in the SFDA and MFAL programmes, and in 
the drought-prone areas programme. 

Since there had been an acute shortage in power generation in the 
Fourth Plan, the investment pattern on power development was so 
designed as to generate electricity at 10 to 12 per cent per annum. 

THE SIXTH PLAN 


The pattern of insestment in the Sialh Plan u us designed to uclucse die 
targeted growth rates of 5.2 per cent in GNP and 3.3 per cenl in per 
capita income per year. This necessitated Use lengthening of the 
infrastructure foVboth agncul.ure and industry so as to create co^non 
for an accelerated grovslh in insesnnenl. output and «pom.'opmsuai 
increased employment opportunities; and to 
it required vigorous efforts to secure signifies-^ i” , 

utilisation of existing assets in agriculture and ' 

Plan laid great emphasis on fuller utihsaaoo of uc exnr. 
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potential and on improved functioning of the infrastructure consisting of 
power, coal and transport. 

Accordingly, out of the total investment of Rs 1,10,821 crores 
estimated in the Sixth Plan, power and energy got the highest allocation 
of 29 per cent, next came agriculture and irrigation with an allocation of 
23 per cent, followed by industry and social services, and transport and 
communications with 16 per cent each. 

A Critical Apprasial 

The pattern of investment followed in the various Five-Year Plans has 
resulted in all round progress in the different sectors of the economy. 

There has been striking progress in the production of individual 
crops. Production of foodgrains has increased from 50 million tonnes in 
1950-51 to 146 million tonnes in 1984-85 of oilseeds from 5 million 
tonnes to 13 million tonnes, of sugarcane from 6.4 million tonnes to 17.4 
million tonnes, and cotton from 4.2 lakh bales to 8.5 lakh bales over the 
same period. This has been made possible by the introduction of 
high-yielding varieties of seeds, chemicals, fertilisers and pesticides, 
improved implements and machinery, multiple cropping, expansion of 
irrigation with improved water management, larger agricultural credit, 
suitable price for farm produce, and expenditure on research and 
farmers, training and education. The average growth rate in Indian 
agriculture has been 2.7 per cent per annum during the period of 
planned development which has lifted the economy from stagnation. 
This has been made possible by increased and judicious investments in 
agriculture year after year. 

At the time of launching the First Plan, India had a very small 
industrial base. But in successive plans large allocations of investment 
outlays have been made for the development of the industrial 
infrastructure in the country. Considerable progress has been made in 
the growth and diversification of the industrial sector due to the 
industrial policy followed from time to time. Diversification of- exports 
and the growing import substitution have been the other important 
effects of the investment pattern of the industrial sector. The country 
now produces a wide range of machinery and machine tools; metallur- 
gical, mechanical and electrical engineering equipment; locomotives; 
wagons; aircraft; chemical fertilisers, etc. , and a wide range of consumer 
goods and gadgets. 

There has been a considerable increase in the production of many 
industrial products. The output of coal rose from 33 million tonnes in 
1950-51 to 154 million tonnes in 1984-85, of steel ingots from 1.5 million 
tonnes to 10.8 million tonnes, of cement for 5 million tonnes to 29.5 
million tonnes, and of sugar from 1.1 million tonnes to 6.1 million 
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tonnes. Besides, India’s imports of consumer goods have virtually 
ceased, while that of machinery, fertilisers and other sophisticated 
industrial products have been considerably reduced. Even the imports 
of petroleum products have been reduced from 92 per cent to 63 per 
cent over the planning period. 

The country has also made tremendous progress in the field of 
infrastructure. Electricity generation increased from 5.3 billion ltwh in 
1950-51 to 157 billion kwh in 1984-85. Transport has recorded a 
substantial growth over the period 1950-51 to 1984-85 both in the spread 
of network as well as in the output of the system. Railways have 
recorded a growth rate of 4.3 per cent in freight traffic and 3.7 per cent 
per annum in passenger traffic. The traffic at major ports has increased 
at the rate of 5.2 per cent per annum. Domestic airlines passenger traffic 
has recorded a growth rate of 10.5 per cent per annum. Road transport 
fleet has increased by 6.8 per cent per annum in respect of trucks and 5.4 
per cent in respect of buses. The road network has expanded at an 
annual rate of 5.4 per cent. Shipping tonnage has increased at the rate of 
11 per cent and coastal at 1.4 per cent per annum. 

Facilities for general and technical education have expanded cnor* 
mously. The number of recognised institutions has increased from 0.2 
million to 0.7 million between 1950-51 and 1984-85. The total enrolment 
over the same period increased from 24 million to 132 million. The 
national stock of educated manpower is estimated to hav4 increased 
from less than 4 million to about 48 million over the period. Extensive 
facilities are available for education in a variety of branches of 
humanities, sciences, engineering and technology. 

Thus, the Indian economy has made substantial progress as far as 
increase in agricultural and industrial output, infrastructure, scientific, 
technological and entrepreneurial manpower arc concerned. 

Despite these spectacular achievements, the growth rates have been 
low. The Indian economy grew at an average rate of 3.5 per cent per 
annum. The compound trend rate of growth for the period 1961-62 to 
1973-74 was 3.31 per cent and for the period 1973-74 to 1983-84, it was 
4.01 per ccnt.iThe annual growth rate was 3.7% in 1984-85. 

These slow growth rates cannot be attributed to any defect in the 
investment pattern but they have been the result of faulty execution of 
the various investment schemes. Consequently, agriculture continues to 
be dependent on rain and vagaries of the weather. There is idle capacity 
in industries. Power crisis persists. Transport bottlenecks axe rampant. 
Poverty, inequalities and unemployment show no signs of reduction. 
Unfavourable balance of payments and inflationary pressures continue 
to be severe. 

r 
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AGRICULTURAL DEVELOPMENT AND 
POLICY UNDER THE PLANS 

AGRICULTURAL POLICY 

When India launched the era of Five-Year Plans, there was no clear cut 
policy with regard to the development of agriculture. The emphasis till 
the end of the Third Plan was to use traditional techniques and skills to 
meet the current needs of the economy. Productive capacity was sought 
to be increased through the extension of irrigation, agricultural 
extension, and community development programmes. These measures 
failed to make a breakthrough in agricultural production. It was the 
adoption of the New Strategy of Agricultural Development in 1966-67 
that ushered in the era of the Green Revolution in the country. Since 
then the emphasis on the agricultural policy has been to provide 
packages of technology, services and public policies to increase 
production and thereby improve the income of the farmers. We discuss 
below the agricultural policy in India as it evolved over the various 
five-year plans. 

In the First Five-Year Plan high priority was given to agriculture, 
including community development. Of the total outlay of Rs 1,960 
crores, 31 per cent was spent on agriculture and irrigation development. 
It was thus an agriculture and irrigation Plan. This much of investment 
was essential to make up the deficit in foodgrains and raw materials 
created by the partition of the country. The ultimate aim was to achieve 
self-sufficiency in them to meet the future needs of the rising population 
and the expanding industrial sector of the economy. The strategy for 
this was to extend irrigation facilities, to provide improved seeds, 
fertilisers and other inputs, and to bring organisational and institutional 
changes through land reforms, agricultural extension and community 
development programmes. 

The Second Plan was an industries and transport plan. So only 20 per 
cent of the total outlay of Rs 4,672 crores was spent on agriculture, 
community development and irrigation, as against 31 per cent in the 
First Plan. Agricultural development was considered essential to supply 
additional foodgrains for the growing population, raw materials for the 
growing industrial economy, and to create larger exportable surplus for 
overcoming balance of payments difficulties. There was, however, little 
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change in the strategy for agricultural development. 

Nonetheless, some modifications were made in the emphasis on 
agricultural crops. More emphasis was laid on the production of fruits 
vegetables and such cash crops as sugarcane, oilseeds, tea. coffee’ 
tobacco and black pepper. These were sought to be increased with a* 
long-term perspective of a ten-year programme through the divcrsifica* 
tion of production, optimum utilization of the area under cultivation and 
maximum yield of the cultivated crops. 

Failure on the agricultural front during the Second Plan made the 
planners cautious during the Third Plan. They accorded a little higher 
priority (20.5 per cent) to agriculture and irrigation than to industrial 
development (20.1 per cent). The target set during the Plan was to 
increase agricultural production by 30 per cent. Increase in agricultural 
production was considered essential to meet the food and raw material 
requirements of an expanding economy It could be increased by 
providing adequate irrigation facilities, supplies of fertilisers, improved 
seeds, implements and machines, improved cropping patterns, land 
reclamations and soil conservation schemes. Further, the planners 
stressed the importance of developing the agricultural economy along 
cooperative lines and of a diversified rural economy which would 
expand non-agricultural activities along with such activities as fish, 
poultry, animal husbandry and dairy farming, etc. 

In pursuance of this new policy of agricultural development the 
/mensive Agricultural District Programme (IADP) or Package Pro- 
gramme was started in 1960-61 in three districts and was subsequently 
extended by stages to 13 other districts. This programme emphasised on 
an intensive effort for immediate increase in agncullur j! production in 
selected areas where, on account of the availahilit> of irrigation and 
assured rainfall, conditions seemed favourable It also included the 
provision for the supply of such inputs as credit, fertilisers, seeds, plant 
protection and minor irrigation facilities The emphasis on the pacl.^ 
approach and the advantage of concentrating effort in specific *:r» 
improved the performance of Indian agriculture In 196t-C*. ~ 
modified version in the form of the Intense Agriculture' ^ 
Programme was extended to several other parts of the ^ 

programme was concerned w ith specific oops and the pres.-'-' r 
intensive agriculture. But it failed to bear fruit because of tie > 
level of farm technology. 

The period of three Annua/ Plans fl966-&9j had 

Indian agriculture,- for it was during tius period t^ s 

J?cvo/ufion took place and the Government set up re ’ 

Prices Commission to assure minimum supped pr ices *_i ~ 

Food Corporation of India for implescs*^ ~ ~ 
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iron out fluctuations in the supplies of foodgrains and their prices. 

This encouraged the farmers of the Fourth Plan to evolve a- new 
strategy of agricultural development' in the light of the experience 
gained during the three Annual Plans. Of the total outlay of Rs 15,779 
crores, 23.3 per cent was spent on agriculture and irrigation develop- 
ment during the Fourth Plan. The Fourth Plan had two objectives in the 
agricultural sphere. First, to maximise production; and second, to 
remedy imbalances. The first objective aimed at providing ^conditions 
for a sustained increase of 5 per cent per year growth in output for the 
entire Plan period; and the second, to enable the small cultivator, the 
farmer and the agricultural labourer in dry areas to participate in 
development and share its benefits. To fulfil the objectives of the Plan, 
foodgrains production was to be raised by 31.6 per cent, of oilseeds by 

24 per cent, sugarcane (gur) by 25 per cent, cotton (in million bales) by 

25 per cent, and jute by 19 per cent. 

The policy for realizing the various production-targets in agriculture 
was: (i) expansion of irrigation facilities; (if) augmenting the supply of 
fertilisers, plant protection materials, credit and farm machinery; (fir) 
exploitation of high-yielding variety and multiple cropping programmes 
in cereal production; (/V) intensive efforts to raise production levels of 
major commercial crops; improving the agricultural marketing system 
and to assure minimum prices for major- agricultural products; (v) 
increasing the intensity of cropping; (vf) coordinate research in the case 
of all important crops; and (vii) improvement in the utilization of 
existing irrigation potential. The overall strategy of production was 
intensive cultivation instead of bringing additional land under cultiva- 
tion. 

To enable small farmers to participate in agricultural development 
and to share its benefits, they were provided more facilities in the form 
of minor irrigation, agricultural credit, inputs services, and credit. A 
network of distribution centres was set up to enable farmers to get 
agricultural inputs easily, timely and adequately. The Agro-Industrial 
Corporation was to supply agricultural machinery on hire-purchase and 
provide technical and other related services to the farmers. Programmes 
of agricultural research, education and training were expanded in 
agricultural research centres and universities. A sum of Rs 85 crores had 
been provided for this. They were also spread among the farmers 
through a special Central scheme in the form of demonstration and 
discussion groups in 100 selected districts. 

Besides, material inputs, particularly improved seeds, manures, 
.fertilisers, implements, machinery, were provided through cooperative 
and State agencies. The agricultural development programmes also 
included measures for plant protection, minor irrigation, soil conserva- 
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tion, land reclamation, and programmes for special classes and areas. 
The last programmes included some general measures aimed at 
benefiting the 'small farmer. They were minor irrigation agricultural 
credit and animal husbandry. A Small Farmers' De\clopmeni Agency 
was set up in 45 selected districts. “The main functions of the Small 
Farmers’ Development Agency was to identify the problems of the 
small farmers in its area, prepare appropriate programmes, help ro 
ensure availability of inputs, service and credit and evaluate the 
progress from time to time.” Further, land reforms were implemented 
more vigorously to help the small farmer and the landless agricultural 
worker; and employment-oriented activities were started in the rural 
areas. A sum of Rs 115 crores had been allocated to benefit the small 
’ farmer through the above-noted schemes. This outlay did not include 
expenditure on land reforms and employment-generating schemes. 

Another important measure to help the small farmer was to intensify 
dry land farming in the Fourth Plan rhe programme was twofold: (0 
research into improved dry farming techniques; and (ij) application of 
new technology to dry farming areas. Besides the existing research 
institutes, a new Centrally sponsored scheme with an outlay of Rs 20 
crores was started for improving dry farming technology. For its 
application, pilot projects were started over 15,000 hectares of dry land 
in Rajasthan, Haryana and Gujarat A sum of Rs 150 crores had been 
allocated for the development of dry land farming under the various 
Plan schemes. 

Out of the total outlay of Rs 39,426 crores in the Fifth Flan 22.1 per 
cent was spent on the development of agriculture and irrigation. The 
Fifth Plan laid down the policy for long-term planning of the agricultural 
■ sector which centred round detailed assessment and exploitation of 
ground and surface water, intensification in application of new 
technologies in agriculture, extension mechanisms and programmes for 
supply of inputs, apart from attention to the special needs of problem 
areas and vulnerable sections of the society. Accordingly, the gross 
cropped area was postulated to expand by 0.7 per cent per annum in the 
Fifth Plan. The growth rate in the agricultural and allied sector was 
estimated at 3.94 per cent, that of foodgrains at 3.62 per cent, and of 
non-food crops at 3.94 per cent per annum. 

For achieving the requisite growth rates and targets, a multi-pronged 
effort consisting of the following elements had been laid down in the 
Fifth Plan: (i) Intensification of problem-oriented research; (u) streng- 
thening of agricultural extension and administration: (ui) expansion of 
the programme of multiplication and distribution of certified seeds; (i») 
increase in the consumption of chemical fertilizers and improvement in 
the efficiency of fertilizer use; (v) water management: < x ^ RWOa w 
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iron out fluctuations in the supplies of foodgrains and their prices. 

This encouraged the farmers of the Fourth Plan to evolve a new 
strategy of agricultural development' in the light of the experience 
gained during the three Annual Plans. Of the total outlay of Rs 15,779 
crores, 23.3 per cent was spent on agriculture and irrigation develop- 
ment during the Fourth Plan. The Fourth Plan had two objectives in the 
agricultural sphere. First, to maximise production; and second, to 
remedy imbalances. The first objective aimed at providing "conditions 
for a sustained increase of 5 per cent per year growth in output for the 
entire Plan period; and the second, to enable the small cultivator, the 
farmer and the agricultural labourer in dry areas to participate in 
development and share its benefits. To fulfil the objectives of the Plan, 
foodgrains production was to be raised by 31.6 per cent, of oilseeds by 

24 per cent, sugarcane (gur) by 25 per cent, cotton (in million bales) by 

25 per cent, and jute by 19 per cent. 

The policy for realizing the various production. targets in agriculture 
was: (i) expansion of irrigation facilities; (ii) augmenting the supply of 
fertilisers, plant protection materials, credit and farm machinery; (in) 
exploitation of high-yielding variety and multiple cropping programmes 
in cereal production; (iv) intensive efforts to raise production levels of 
major commercial crops; improving the agricultural marketing system 
and to assure minimum prices for major- agricultural products; (v) 
increasing the intensity of cropping; (vi) coordinate research in the case 
of all important crops; and (vii) improvement in the utilization of 
existing irrigation potential. The overall strategy of production was 
intensive cultivation instead of bringing additional land under cultiva- 
tion. 

To enable small farmers to participate in agricultural development 
and to share its benefits, they were provided more facilities in the form 
of minor irrigation, agricultural credit, inputs services, and credit. A 
network of distribution centres was set up to enable farmers to get 
agricultural inputs easily, timely and adequately. The Agro-Industrial 
Corporation was to supply agricultural machinery on hire-purchase and 
provide technical and other related services to the farmers. Programmes 
of agricultural research, education and training were expanded in 
agricultural research centres and universities. A sum of Rs 85 crores had 
been provided for this. They were also spread among the farmers 
through a special Central scheme in the form of demonstration and 
discussion groups in 100 selected districts. 

Besides, material inputs, particularly improved seeds, manures, 
.fertilisers, implements, machinery, were provided through cooperative 
and State agencies. The agricultural development programmes also 
included measures for plant protection, minor irrigation, soil conserva- 
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tion, land reclamation, and programmes for special classes and atcas. 
The last programmes included some general measures aimed at 
benefiting the small farmer. They were minor irrigation agricultural 
credit and animal husbandry* A Small Farmers’ Development Agency 
was set up in 45 selected districts. “The main functions of the Small 
Farmers’ Development Agency was to identify the problems of the 
small farmers in its area, prepare appropriate programmes, help to 
ensure availability of inputs, service and credit and evaluate the 
progress from time to time.” Further, land reforms were implemented 
more vigorously to help the small farmer and the landless agricultural 
worker; and employment-oriented activities were started in the rural 
areas. A sum of Rs 115 crores had been allocated to benefit the small 
' farmer through the above-noted schemes. This outlay did not include 
expenditure on land reforms and employment-generating schemes. 

Another important measure to help the small farmer was to intensify 
dry land farming in the Fourth Plan. The programme was twofold; (i) 
research into improved dry farming techniques, and (rr) application of 
new technology to dry fanning areas. Besides the existing research 
institutes, a new Centrally sponsored scheme with an outlay of Rs 20 
crores was started for improving dry farming technology. For its 
application, pilot projects were started over 15,000 hectares of dry land 
in Rajasthan, Haryana and Gujarat A sum of Rs 150 crores had been 
allocated for the development of dry land farming under the various 
Plan schemes. 

■ ' Out of the total outlay of Rs 39,426 crores in the Fifth Flan 22.1 per 
cent was spent on the development of agriculture and irrigation. The 
Fifth Plan laid down the policy foe long-term planning of the agricultural 
sector which centred round detailed assessment and exploitation of 
ground and surface water, intensification in application of new 
technologies in agriculture, extension mechanisms and programmes for 
supply of inputs, apart from attention to the special needs of problem 
areas and vulnerable sections of the society. Accordingly, the gross 
cropped area was postulated to expand by 0.7 percent per annum in the 
Fifth Plan. The growth rate in the agricultural and allied sector was 
estimated at 3.94 per cent, that of foodgrains at 3.62 per cent, and of 
non-food crops at 3.94 per cent per annum. 

For achieving the requisite growth rates and targets, a multi-pronged 
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increase in the consumption of chemical fertilizers and improvement in 
the efficiency of fertilizer use; (v) water management; (»i) expansion in 
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institutional credit; (vif) development of post-harvest facilities including 
expansion in the role of cooperative agencies in the marketing of crops; 
(viii) substantial expansion of shortage to support marketing infrastruc- 
ture; (ix) effective operation of an agricultural price policy providing 
requisite incentive for sustained and higher production; (x) execution of 
land. reforms measures including a programme for institutional changes, 
concrete operational programmes, implementation machinery, people’s 
involvement and the allocation of adequate- funds for financing land 
reforms. 

The policy for agricultural production in the Fifth Plan was based 
primarily on the exploitation of the high-yielding varieties of cereals and 
multiple cropping programme, greater involvement of the small and 
marginal farmers, the application of the dry farming technique on a 
large scale in the SFDA and MFAL programmes, and in the new 
drought-prone areas programme. 

The small farmers and marginal farmers programmes covered 
irrigated agriculture as well as dry farming. In order to provide 
off-season employment to a large labour force, a large programme of 
local construction mainly in earth work was undertaken. 

The integrated programme in the drought-prone areas aimed at 
preparing a strong production base and a drought immunisation base. 
The emphasis was on the development of proper fodder economy than a 
grain economy. This required suitable fodder and animal husbandry 
programmes. An important plank of the drought-prone area program- 
me was the attempt to provide at least a minimum, say ten per cent of 
the cropped area in each district with irrigation support, even by 
bringing water from another catchment. Jhum prevention and proper 
utilisation of jhum lands was an important part of the agricultural 
development strategy of the Fifth Plan. First the ravine^ were 
established and then pilot schemes developed to reclaim the ravines. 

Programmes for reclamation of alkaline, saline and acidity soils, plant 
protection, minor irrigation, production and distribution of high- 
yielding varieties of seeds and fertilizers had been given priority. 
Emphasis had also been placed on developing organic sources of 
manure and higher outlays provided for setting up bio-gas plants. 
Efforts were also made to accelerate the mini-kit seed programme and 
strengthen the extension services. 

A major objective of the agricultural development programme was to 
ensure a substantial increase in the flow of institutional credit to small 
fanners, marginal fanners, and other weaker sections of the society. 
The investment policies and procedures of the financing institutions 
were suitably modified to achieve these objectives. 

The agricultural policy of the Sixth Plan (1980-85) took into account 
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the immediate as well as long-term needs of agricultural commodities 
for domestic consumption and exports. 23 per cent of the total outlay 
was spent on agriculture and allied sectors including irrigation and flood 
control. The Plan aimed at a compound annual growth rate of 3.&3 per 
cent in the gross value added m agriculture. To achieve this, the 
agricultural policy during the Plan was: (i) to consolidate the gams 
already achieved; (ti) to accelerate the pace of implementation of land 
reforms; (m) to extend the benefit of new technology to more farmers, 
cropping systems and regions; (iv) to promote greater farm manage- 
ment efficiency through concurrent attention to cash and non-cash 
inputs; (v) to make agricultural growth not only an instrument of 
maintaining an effective national food security system but also a catalyst 
of income and employment generation in rural areas; (vj) to promote 
scientific land-use patterns based on considerations of ecology, econo- 
mic energy, conservation and employment generation; (\ii) to safeguard 
the interests of both producers and consumers through production, 
conservation, marketing and distribution in an integrated manner; and 
(vui) to increase employment and income of landless labourers, small 
and marginal farmers, rural artisans, scheduled castes and tnbes, and 
economically backward classes through such programmes as 1RDP and 
Special Area Development Programmes. The main strategy for crop 
production was based on a steady growth of foodgrains production, 
substantial increase in pulses production, self-sufficient in oilseeds and 
increased production of export-oriented crops such as tea, coffee, 
tobacco, spices, etc. Agricultural research and education was directed 
towards dry land farming, scientific land and water management, 
recycling of organic matter, energy management, improvement in 
productivity of crops like oilseeds and pulses, development of techno- 
logy against pests and diseases, nsk-distribution economy, post-harvest 
technology, agro-forestry, agro-meteorology, etc. The agricultural 
production strategy also included increasing the imgation potential, 
improving and utilizing of irrigation potential, extension of HYV. aad 
increasing the fertiliser consumption. 1 
A Critical Appraisal of the Agricultural Policy 

From the above survey of the agricultural policy adopted m the 
various Plans, its mam features can be enumerated as under 

1. Land reforms leading to the abolition of intermediary tenures arvi 
tenancy reforms. 

2. Increase in the production of foodgrains, cash and homoi:’- 
crops to meet the consumption requirements of the growing popub— 
raw material needs of the expanding industry and for export 

3. Spread of high-yielding varieties of inputs 

1 For the ajncullufiJ pol*cy ot ihe Socnih PtM. ttfei ta the Clupter 
Yen PUn\ 
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4. Extension of irrigation facilities and water management program- 
mes. 

5. Establishment of a system of support prices, procurement and 
public distribution. 

6. Promotion of agricultural research, education and extension. 

7. Institutional and organisational arrangements to assist small and 
marginal farmers, share croppers and other weaker sections in order to 
provide them employment, increase their incomes and alleviate 
poverty. 

8. Diversification of. allied agricultural activities such as animal 
husbandry and dairying, fisheries, forestry, etc. 

As a result of this agricultural policy, there has been a phenomenal 
increase in the production of food and cash crops. For instance, the 
production of rice increased from 22 m. tonnes in 1950-51 to 58 m. 
tonnes in 1984-85, of wheat from 6.8 m. tonnes to 44 m. tonnes, of 
total foodgrains from 55 m. tonnes to 145.5 m. tonnes, of oilseeds from 
6.9 m. tonnes to 13 m. tonnes, and of cotton from 2.9 m. tonnes to 8.5 
m bales over the period. . 

But these achievements conceal substantial year to year variations in 
agricultural production caused by exogenous forces like droughts, 
floods, etc. This points toward the principal weakness of the agricultural 
policy in respect of the lack of irrigation facilities and flood control 
measures even after more than three decades of development planning. 

Moreover, it is not that all crops have registered high increases in 
production, there has been stagnation or nominal increase in the 
production of several crops like jowar, bajra, and pulses among 
foodgrains, and groundnut and sesamum among oilseeds, and jute.-For 
instance, the annual growth rate calculated on the basis of triennial 
averages of production for 1949-50 to 1951-52 and 1978-79 to 1980-81 for 
jowar and bajra come to 2.3 per cent, of pulses 0.8 per cent, of 
groundnut 1. 8 per cent, of sesamum ( — ) 0.1 per cent and jute 2.0 per 
cent as against 6 per cent for wheat, 4.1 per cent for maize, 3.4 per cent 
for cotton, and 3.3 per cent for sugarcane. Consequently, the trend 
growth rate of agricultural production Mas not oeen satisfactory. It was 
2.7 per cent during 1950-51 to 1978-79 and was 4.3 per cent per annum 
during the Sixth Plan. 

These growth rates have not been uniform within each region or 
State. Not all regions are endowed with fertile soil, effective flood 
control and drainage system, irrigation facilities and adequate rainfall. 
The performance of the States in regard to agricultural production to a 
large extent can be explained in terms of availability/use of important 
inputs like irrigation, fertilizer consumption, area under HYV, and 
credit availability. The Mid-Term Appraisal of the Sixth Plan (1980-85) 
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revealed that in Assam, Bihar, Himachal Pradesh, Karnataka, Kerala, 
Madhya Pradesh, Maharashtra, Orissa and Rajasthan, the availability/ 
use of these four inputs has been generally on the lower much below 
the. national average as against Andhra Pr.adcsh, Gujarat, Punjab, 
Haryana, Tamil Nadu and Uttar Pradesh. The uneven agricultural 
progress in various states can also be attributed to the failure of the 
agricultural policy to extend modem technology, develop a tccnnology 
for ecologically handicapped regions, utilize fully the irrigation potential 
and the potential of rainfed areas, and of the institutional framework to 
provide the necessary inputs to farmers 
Another weakness of the agricultural policy has been in the direction 
of non-implementation of land reforms. Security of tenures and 
ownership rights on cultivating tenants have not been conferred in the 
majority of States like Andhra Pradesh, Bihar, Tamil Nadu. Haryana. 
Punjab, etc. Similarly, laws on ceilings of agricultural land have not 
been implemented fully in all States. The progress of taking over and 
distribution of ceiling-surplus land has been very slow The luckv fc* 
who have been distnbuted the ceiling-surplus land have nut been 
provided assistance to develop the land Except for Punjab Manana 
and Western Uttar Pradesh, no state has completed the work of 
consolidation of holdings. In the Southern and Eastern States and 
Rajasthan cvena beginning has not been made 
Institutional arrangements in the form of IRDP s P 4lMl 
Development Programmes and diversification of aMit vf .iguviitiur.il 
activities have failed to increase employment and mionw ot landless 
labourers, small and marginal farmers and other weaker '“"ons Huge 
funds arc being spent on agricultural development w ‘ U1V '*in but a 
major part of the physical and financial asset' h <' bet » “' ,KC| dfaU*d In 
a few hands whereas about half of the population »n rt " 11 aiv.is still liiri 
below the poverty line So the agricultural polu' h *' 1 lo I'toWdf 
growth with social justice 

/This has been due to conflicts between the unmvd. »u* and utlintf 
objcctivcs in India’s agricultural polio On the and vViUYM// i 
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To avoid such conflicts and internal inconsistencies among different 
objectives and priorities, there is the need for a comprehensive 
agricultural policy statement which should take into consideration social 
and economic situations of different regions. It should clearly state the 
agrarian structure envisaged for the future, indicate the land policy, 
land use policy, and agricultural labour and employment policies. There 
should be a policy mix of production policy, credit policy, technological 
policy, and policy with regard to organisational and institutional 
arrangements for the big, medium,' small and marginal farmers, and 
weaker sections in rural areas. The long-run aim of such a policy should 
be growth with distributive justice. Vigorous efforts should be made 
toward its implementation. There is the need to create a cadre of selfless 
and dedicated social workers and administrators who should faithfully 
implement the various policy measures. 

Dr M.S.* Swaminathan points toward five factors which deserve 
urgent attention in our agricultural policy. They are: (a) The impact of 
population growth on the size of the land holdings as well as on land 
fragmentation; (b) The social engineering aspects of improving the 
efficiency of management of small farms as measured by productivity 
per day and per unit of land and water; (c) Diversification of labour use 
leading to a gradual withdrawal of as many landless labour families as 
possible from the routine operations of fanning to subsidiary occupa- 
tions leading to increased earning and less drudgery; ( d) Safeguarding 
the renewable nature of agricultural operations by protecting the soil 
and water resources and conserving genetic variability in plants' and 
animals; and (e) Enlarging home and external trade in agricultural 
commodities on lines which will protect the interests of producers and 
.consumers. 1 

/ ■ - 

NEW AGRICULTURAL STRATEGY OR THE GREEN REVOLUTION 

- f * 

The Green Revolution 2 refers to the leap forward in Indian agriculture 
as a result of the adoption of the “new agricultural strategy” in 1964-65. 
The new strategy aims at raising farm output through the use of 
High-Yielding Varieties (HYV) of seeds, chemical fertilizers; pesticides, 

‘Our Agricultural Future , 17th Shri Ram Memorial Lecture, Delhi, January 1982. 

*Dr M.S. Swaminathan gives the following reason for using the term Green Revolution: 
“The growing practice of feeding plants better, our crops are slowly changing colour from 
a light green or yellow colour of the past to a dark green colour.. . it is this change in the 
colour of leaves as a result of famished soils becoming better-fed ones that has led to the 
coiningof the term ‘ Green Revolution." “The Catalyst in Green Revolution” Commerce, 
27 December 1968. . 
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the Green Revolution. The Indian Council for Agricultural Research 
(ICAR) provides breeder seeds and the National Seeds Corporation 
(NSC) and the State Seeds Corporations supply foundation and certified 
seeds to farmers. 

The HYV programme has been started in those areas which have an 
assured rain water and where proper irrigation facilities exist. Minor 
irrigation facilities have contributed much towards this direction., The 
additional area under minor irrigation increased from 1.27 million 
hectares in 1967-68 to 36.4. million hectares in 1985-86. 

The new multiple cropping plan was taken up in 1967-68. It aims at 
the development of short duration varieties of rice, maize, jowar, bajra, 
barley, ragi, oilseeds, potato and vegetables for new crop rotations. 

Plant protection is an integral part of the new agricultural technology. 
It has been estimated by the NCAER that 25 per cent of the total crop is 
damaged at the growth and post-harvest stage by plant diseases, insects 
or rodent pests. Damage, to the extent of about 15 per cent can be 
prevented at the growth stage and about 10 per cent at the post-harvest 
stage through the use of insecticides and pesticides. Such plant 
protection measures can save agricultural output to the extent of 
Rs 1,500. crores in the country. 

An important plank of the new strategy has been the policy of support 
prices for foodgrains adopted in 1964. In 1965, the Agricultural Prices 
Commission and the Food Corporation of India were set up in 
persuance of this policy for the purpose of fixing prices of foodgrains, 

• and for buying foodgrains from the markets for buffer stock operations 
and to guarantee and provide remunerative prices for the farmer. This 
, policy has been consistently followed since 1967-68. 

Another important feature of agricultural strategy is farmers’ training 

■ education. A pilot scheme for farmers’ training and education was 
started in 1966-67 in five districts. The scheme envisaged functional 
literacy, farm broadcasts and farmers’ training. In subsequent years, it 
was extended to other •districts. Krishi Gyan Kendras have been 
developed to spread the latest technical skills to farmers and fishermen 
through the process of learning by doing. The other features of the 
farmers’ education programmes are the dissemination of agricultural 
information through audiovisual, and formation of farmers’ discussion 
groups. 

The Indian Council of 'Agricultural Research (ICAR) has been 
entrusted with the task of undertaking research in agricultural products 
and to provide educational and research facilities in its 25 research 
institutes. The idea of coordinated research was mooted in 1965. The 
ICAR and agricultural universities in the different States have been 
playing a crucial role in bringing about the Green Revolution in the 
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country through on-going research programmes. 

Credit has played an important part in pnnnisr,;»;«» i u : • \r ; f 

have Deen delayed. Short and medium-term loans arc advanced to 
farmers through primary cooperative societies, land development 
banks, commercial banks, regional rural banks and farmers service 
societies. They have helped the farmers in buying seeds, fertilizers, 
implements, machines and other inputs. 

A Critical Appraisal of the Impact of the Green Revolution 
“The Green Revolution in our country has to long last ended the 
divorce between intellectual and labour in the cultivation of food crops 
and has generated a climate of confidence in our agricultural capabdi* 
tics," according to Dr Swaminathan. It has solved the food problem, 
removed our dependence on food imports considerably, brought higher 
incomes to many farmers and has given fillip to general economic 
development through its forward and backward linkages. But there arc 
others who point out that the Green Revolution is a misnomer, for it is 
neither “green" nor “revolution." 4 This is, however, going to the 
extreme and minimising the importance of HYV programme which has 
really worked wonders in the production of wheat and cereals. 

First, we take the favourable impact of the Green Revolution. It has 
increased the production and productivity of mainly the cereals, wheat 
and rice. The production of cereals increased from 62 m. tonnes in 
1965-66 to 150 m. tonnes in 1985-86, of wheat from 10 4 m. tonnes to 
47 m. tonnes, and of rice 30.7 m. tonnes to 64 m tonnes over the 
period. There has also been considerable increase in the average yield 
of these crops per hectare. It was 71 percent m the case of cereals, 104 
per cent for wheat and 52 per cent for rice over the period 
The adoption of the new agricultural strategy has increased rural 
employment and reduced the extent of disguised unemployment by 
increasing labour-requirements and man-days in agricultural opera- 
tions. Separate studies by JoM, Mehta and Singh 5 for different periods 
in Punjab have shown that the use of family labour as also the level of 
employ ment was higher in the high-yielding varieties as compared to the 
local varieties. 

The increased in employment has also been accompanied by the nse 
in the real and money wages of agricultural labourers. The daily real 

4 S C Tea an. •Green Revolution at a Misnomer.* Yojru. 26 January 1970 
*S.S. JoM. Guns of Green Revolution. 1973; Shakunula Mchra. Some Aspect! ot 
Labour live in Indian Agriculture. June 1976. If K Manmotun Smgh.^-Populaaon 
Pressure and Labour Absorbability in Agriculture and Related Aomuca," C.P .VP. 17 
March. 1979 
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wage rates (1966 prices) of agricultural workers for various farm 
operations increased by 41.75 per cent to 55.24 per cent in 1972 over 
1967 in Punjab, and money wages at current. prices increased by 55.50 to 
70.56 per cent over the same period. 

Kahlon and Bal 6 have shown that as a result of the Green Revolution, 
the number of farm families in the lower income groups declined and in 
higher income groups increased. 

Despite these achievements, the Green Revolution has failed to affect 
all crops and has also led to certain adverse effects which are discussed 
as under. 

1. Slow Progress in Rice. Progress in the identification of evolution of 
improved varieties and their introduction on a commercial scale has 
been slow. Though improved varieties of paddy like TN-1, TN 65, T-3, 
ADT-27 and IR-8 have been extensively demonstrated, yet the area 
under these high-yielding varieties has failed to expand because of the 
lack of adequate irrigation facilities. The yield declined as the 
proportion of irrigated rice declined and in such States as Uttar Pradesh, 
Rajasthan, Orissa, Maharashtra, Madhya Pradesh and Gujarat where 
the proportion of irrigated area under rice was less than 25 per cent, 
average yields were very low, which made rice cultivation less 
profitable.” 7 The yield of rice for 1967-79 rose at the compound rate of 
only 1.8 per cent. Thus the new agricultural technology does not appear 
to have made any visible impact on the production of rice. 

2. Regional Imbalance. The HYV programme has not spread 

uniformally in all the States. Only States having irrigation facilities in 
some areas have successfully adopted the new strategy. The States are 
Punjab, parts of Haryana, Andhra Pradesh, Gujarat, Tamil Nadu, 
Uttar Pradesh and Bihar. This has created islands of prosperity in a sea 
of rural poverty and accentuated regional imbalances even within the 
States. ' 

3. Economic Inequalities. It is also contended that the Green 
Revolution has accentuated economic inequalities in the rural areas. It 
is the rich farmers who own fertile and irrigated lands and can afford to 
buy new seeds, pesticides and chemical fertilizers and they have taken 
full advantage of the new strategy; while the poor peasants with small 
resources and unirrigated land have failed to benefit from the HYV 
programme. So the Green Revolution has made the rich richer and the 
poor poorer in India and has intensified economic inequalities. 

4. Imbalances in Agriculture. The Green Revolution has created 

A.S. Kahlon and H.S. Bal, Factors Associated with Farm Family Investment Pattern in 
Ludhiana (Punjab) and Hissar (Haryana) Districts, 1972 (PAU). 

7 A.S. Kahlon, op. cit. 
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imbalance in Indian agriculture, particularly between food crops and 
commercial crops. It has touched only the fringes of millets, pulses, 
sugarcane, cotton, groundnut, jute, etc. Whatever increase in produc- 
tion has taken place m these crops that has been the result of increase in 
areas. 

5. Labour Problems. The new strategy has also created labour 
problems in the rural areas. The HYV programmes consisting of 
improved seeds, fertilizers, new production techniques and multiple 
cropping have intensified agricultural operations, thus creating more 
demand for labour. This has tended to raise the wages of agricultural 
workers during peak agricultural season to 150 per cent in States like 
Punjab and Haryana. At certain places, acute shortage of labour is 
experienced and the natural tendency is to demand higher wages. This 
has also led to the migration of agricultural workers from eastern U.P. 
and Bihar to Punjab where such workers arc exploited by nch fanners. 
This has brought detcnoration in the relations between the farmers and 
farm labour which docs not augur well for the country 

Besides, there has been large scale eviction of tenants in Green 
Revolution areas. The use of tractors and harvest combines have 
displaced farm labour on a large scale, especially women and unskilled 
workers. 

In spite of these defects, the Green Revolution has definitely 
modernised Indian agriculture Its demonstration effect has been very 
strong and the new agricultural strategy has been spreading to other 
areas. 

Further Scope of the Green Revolution (Some Suggestions) 

The Green Revolution has taken place in few food crops and in small 
irrigated areas. As pointed out by Professor Damwala, “Apart from the 
unresolved problem of dry regions, agronomic research has yet cot 
evolved corresponding high-yielding varieties for India’s major com- 
mercial crops like cotton, oilseeds and jute. Though the area devoted to 
these crops is relatively small compared to foodgrains, a breakthrough 
in their productivity is crucial to the stability and growth of the industrial 
and export sector.”* The scope of Green Revolution is immense in India 
and can be enlarged by adopting the following measures: 

HYV Programmes. The HYV programmes should be extended to 
casn crops like cotton, jute, oilseeds and pulses. Though fine-grained 
good cooking quality varieties have been successfully developed, jet the 
prospects of high-jielding varieties depend on improvements in the 
post-harvest market technology and their relative spread to the 

*M L. Dint»*U. latino EcoaoaiK JnumJ, December 1770. 
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monsoon versus non-monsoon region. The revolution in wheat was not 
only due to the HYV programmes but also the result of extension in the 
area. If the area under wheat cultivation is not to be extended in the 
future, an intensive application of modern inputs is essential to maintain 
wheat production at a higher level. To stabilise the yield at higher levels, 
the emphasis should shift to further improvement jn agronomic practice 
and improving the quantity and quality of the technological inputs and 
particularly on augmenting the energy input. 

Multiple Cropping. The development of multiple cropping short 
duration varieties of paddy, maize, bajra, jowar, wheat, barley, ragi, 
oilseeds, potatoes and vegetables is essential for a breakthrough in 
agricultural production. Multiple cropping not only diversifies and 
increases farm incomes, but also enhances soil fertility and makes a 
fuller use of moisture available from late rains. According to Dr 
Swaminathan, crop rotation should be so chosen that the long-term 
productivity of the soil is not affected. 

Credit Facilities. The new strategy requires large expenditures on 
inputs. To have a wide diffusion of high-yielding varieties, every farmer 
should have sufficient funds at his disposal. This requires the expansion 
of institutional credit facilities by strengthening cooperatives, opening 
branches of commercial banks and the provision of more adequate 
extension facilities and supply of seeds, fertilizers, implements and 
pesticides on credit. 

Development of post-Harvest Technology. There is urgent need to 
develop post-harvest technology in all its aspects which includes 
processing, shortage and marketing. It is the net income per hectare 
rather than the yield per hectare that includes a farmer to adopt 
high-yielding varieties. It, therefore, requires a national price policy for 
all food and non-food crops. The Government should fix procurement 
prices for all crops and create sufficiently large buffer stocks to 
guarantee reasonable and fair prices to the producers. 

Increasing Fertiliser Consumption. The HYV programmes depend to 
a large extent on a high degree of fertilizer consumption. To step up 
fertilizer consumption, agricultural extension and sales promotion 
arrangements should be intensified. It is essential because farmers 
usually use less than the recommended dosage of fertilizers. Lack of 
credit facilities, high prices of fertilizers, and the non-availability of 
various varieties of fertilizers are some of the factors responsible for 
their low consumption. Besides providing credit facilities, the supplies 
of fertilizers should be regulated through cooperative retail depots and 
fair price shops in rural areas at fixed prices. Efforts should also be 
made to increase the consumption of phosphatic and potassic fertilizers 
.through demonstration and publicity, because so far the emphasis in 
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India has been on the use ot nitrogenous fertilizers. According to Dr 
Swaminathan, effective bacterial fertilize rs should t>c produced and 
distributed widely, since the addition on nitrogen to soil through 
biological means is both inexpensive and immediately feasible. 
Improved Seeds. The maintenance of the genetic quality of high- 
yielding seeds is essential for sustaining the improvement in producti- 
vity. The shortage of breeder and foundation seed has been the main 
bottleneck in extending the coverage under high-yielding varieties. 
Therefore, greater efforts should be made to step up their production. 
The infrastructure for foundation seed production should be streng- 
thened. 


Expansion of Irrigation. The success of the HVV programmes 
depends primarily on the availability of adequate irrigation.il facilities. 
For instance, “a breakthrough in the production of rice it dearly 
dependent on our ability to ensure adequate and regulated supplies of 
water during the khanf season. 

Development of Dry Farming Technique*. So tar the new technology 
is related to wet farming. Immediate attention should be paid to its 
extension to dry farming areas. Techniques are available which enable 
better moisture conservation, root growth and utilization of nutrient 
“Dry farming research... has shown that it is possible to obtain 4 to U 
quintals of mcecg per hectare and 30 quintals of jowar per hectare from 
the same Udd by following multiple cropping under dryland fanning, 
that the chyumi crop cafeteria, comprising cereals, gram legumes, 
oilseeds and ienze grasses has a great premie m the dry fanning 
.areas." Besides adopting dryland practices for such crops, Ot V.ahUm 
suggests that “research should be intensified to develop xuitalde 
technology for inoculation of groundnut with Rhtss,hijrn under 
dryland farmmg conditions and particular!/ refinement of water 
harvesting technique should receive fc.gh prs.ntyA 
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monsoon versus non-monsoon region. The revolution in wheat was not 
only due to the HYV programmes but also the result of extension in the 
area. If the area under wheat cultivation is not to be extended in the 
future, an intensive application of modern inputs is essential to maintain 
wheat production at a higher level. To stabilise the yield at higher levels, 
the emphasis should shift to further improvement [n agronomic practice 
and improving the quantity and quality of the technological inputs and 
particularly on augmenting the energy input. 

Multiple Cropping. The development of multiple cropping short 
duration varieties of paddy, maize, bajra, jowar, wheat, barley, ragi, 
oilseeds, potatoes and vegetables is essential for a breakthrough in 
agricultural production. Multiple cropping not only diversifies and 
increases farm incomes, but also enhances soil fertility and makes a 
fuller use of moisture available from late rains. According to Dr 
Swaminathan, crop rotation should be so chosen that the long-term 
productivity of the soil is not affected. 

Credit Facilities. The new strategy requires large expenditures on 
inputs. To have a wide diffusion of high-yielding varieties, every farmer 
should have sufficient funds at his disposal. This requires the expansion 
of institutional credit facilities by strengthening cooperatives, opening 
branches of commercial banks and the provision of more adequate 
extension facilities and supply of seeds, fertilizers, implements and 
pesticides on credit. 

Development of post-Harvest Technology. There is urgent need to 
develop post-harvest technology in all its aspects which includes 
processing, shortage and marketing. It is the net income per hectare 
rather than the yield per hectare that includes a farmer to adopt 
high-yielding varieties. It, therefore, requires a national price policy for 
all food and non-food crops. The Government should fix procurement 
prices for all crops and create sufficiently large buffer stocks to 
guarantee reasonable and fair prices to the producers. 

Increasing Fertiliser Consumption. The HYV programmes depend to 
a large extent on a high degree of fertilizer consumption. To step up 
fertilizer consumption, agricultural extension and sales promotion 
arrangements should be intensified. It is essential because farmers 
usually use less than the recommended dosage of fertilizers. Lack of 
credit facilities, high prices of fertilizers, and the non-availability of 
various varieties of fertilizers are some of the factors responsible for 
their low consumption. Besides providing credit facilities, the supplies 
of fertilizers should be regulated through cooperative retail depots and 
fair price shops in rural areas at fixed prices. Efforts should also be 
made to increase the consumption of phosphatic and potassic fertilizers 
.through demonstration and publicity, because so far the emphasis in 
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India has been on the use of nitrogenous fertilizers. According to Dr 
Swaminathan, effective bacterial fertilizers should be produced and 
distributed widely, since the addition on nitrogen to sod through 
biological means is both inexpensive and immediately feasible. 

Improved Seeds. The maintenance of the genetic quality of high- 
yielding seeds is essential for sustaining the improvement in producti- 
vity. The shortage of breeder and foundation seed has been the main 
bottleneck in extending the coverage under high-yielding varieties. 
Therefore, greater efforts should be made to step up their production. 
The infrastructure for foundation seed production should be streng- 
thened. 

Expansion of Irrigation. The success of the HYV programmes 
depends primarily on the availability of adequate irngational facilities. 
Fot instance, “a breakthrough in the production of nee is dearly 
dependent on our ability to ensure adequate and regulated supplies of , 
water during the kharif season. 

Development of Dry Farming Techniques. So far the new technology 
is related to wet farming. Immediate attention should be paid to its 
extension to dry farming areas. Techniques are available which enable 
better moisture conservation, root growth and utilization of nutrient. 
“Dry farming research... has shown that it is possible to obtain 4 to 6 
quintals of moong per hectare and 30 quintals of jowar per hectare from 
the same land by following multiple cropping under dryland farming., 
that the dryland crop cafeteria, comprising cereals, grain legumes, 
oilseeds and forage grasses has a great promise in the dry farming 
areas." Besides adopting dryland practices for such crops. Dr Kahlon 
suggests that “research should be intensified to develop suitable 
technology for innoculation of groundnut with Rhizobium under 
dryland farming conditions and particularly refinement of water 
harvesting technique should receive high priority." 

Land Reforms. Speedy implementation of land reforms is essential for 
the spread of Green Revolution throughout the countryside Security of 
tenure and conversion of tenants into owners, enable the farmers to 
take more interest in the adoption of the HYV programmes. Moreover, 
as pointed out by Professor Dantwala, the immediate concern of 
agrarian reform should be with a tiny privileged sector and a highly 
vulnerable class of socially and economically disadvantaged person 

Conclusion. Given institutional and technological measures to over- 
come some of the deficiencies and shortcomings, the outlook for 
agriculture is reasonably optimistic in India. The adoption of the above 
noted measures would help in augmenting yields in respect of all types 
of crops. Apart from more food and agricultural raw materials for the 
country and for export, the Green Revolution would remove undcrcm- 
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ployment and unemployment and help to release land for producing 
fodder and feed. Thus the Green Revolution can develop the unutilised 
cattle wealth of the country. Further,. the transport, marketing, and 
storage problems are bound to arise when the Green Revolution takes 
place in all agricultural commodities which would necessitate the 
building up of a market structure not only for food and cash crops but 
also for the dairy enterprise in the country. Despite these problems 
which are not insurmountable, the Green Revolution may prove to be 
cornucopia for India, as has been amply demonstrated by the wheat 
revolution. •' ‘ 


LAND REFORMS 

Meaning 

The term ‘land reform’ as it is generally understood means the 
redistribution of property in land for the benefit of small fanners and 
agricultural workers. But this is a narrow definition. Land reform in its 
wider connotation means any improvement in agricultural economic 
institutions. 9 According to Myrdal, “Land reform is a planned and 
institutional reorganisation of the relation between man and land, and 
no type of reorganisation of ownership, and tendency of land can be 
maximally benefited except when it is combined with certain policy 
efforts.” 10 

Importance 

Land reforms are a necessary precondition for agricultural and rural 
development. According to Myrdal, they are the key to agricultural 
development in LDCs. Land reforms are essential to reduce income 
inequalities, and unemployment in rural areas. There is wide disparity 
in the distribution of land holdings in India. The small and marginal 
fanners who constituted 72.6 per cent of land holders operated only 23.5 
per cent of the agricultural land in 1976-77. This means that land 
ownership is still concentrated in the hands of the medium and large 
landholders. So there is urgent need to redistribute land among the 
small and marginal farmers and to the actual tillers of the land which will 
reduce inequalities and provide more employment to them. It is 
commonly argued that the redistribution of land to such categories of 
cultivators tends to reduce agricultural production because small and 
marginal farmers do not possess sufficient means to buy the necessary 
inputs. However, empirical studies have shown that land reforms bring 

V J-S. Uppal (ed.), India’s Economic Problems, 1975. 
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both production gains and improved equity provided such farmers arc 
helped by supportive government services like credit, seeds, fertilisers, 
storage and marketing facilities, etc." In fact, it falls within the purview 
of land reforms that cultivators who arc transferred land should be 
provided all types of incentives and inputs so as to increase farm 
production. 

The recent technological changes in agriculture have primarily 
benefited the medium and large farmers with the result that the already 
unequal agrarian structure has become more lop-sided. Further, the 
new agricultural strategy has increased substantially the net yield from 
agricultural land. This has encouraged the non-cultivating landholders 
to evict the tenants from their land in order to cultivate it themselves 
and thereby profit directly. The evicted tenants have been forced to 
work as landless agriculturists on the farms In other cases, the new 
strategy requires heavy investmept in Jand shaping, infrastructure and 
inputs which a tenant is not willing to make unless he is assured of his 
clear right to land or compensation. There is thus more urgent need to 
day for land reforms to eliminate such monopoly elements. 

Besides, the agricultural holdings are badly subdivided and frag- 
mented in almost all the states except Haryana, Punjab and Uttar 
Pradesh. It is imperative that such holdings should be consolidated for 
planned development of agriculture and increased production. 

Last but not the least, land reforms arc essential to remove such 
impediments to agricultural development as ansc from our unequal 
agrarian structure. They arc needed to eliminate exploitation and social 
injustice within the agrarian system. They will ensure equal tenurial 
status and opportunity to all, increase production, income and 
employment in rural areas, and ultimately bring growth with social 
justice. 

Objectives 

Land reform measures aim to achieve a number of objectives. Their 
first objective is to increase agricultural production by improving the 
economic condition of the small farmers and tenants by consolidation of 
holdings and tenancy reforms. Second, by abolishing intermediaries, 
providing security of tenures and distribution of surplus land, land 
reform measures bring land to the tiller. They provide incentive to the 
cultivator to work more and cam more thereby bridging the gap 
between the rich and the poor farmers. Finally, the increase in 


* "G. Parthasaraihy. Agricultural Dei vlopcDcot and S m a l l Firms — A Cue Study of 

Andhra Pradesh. 1971. Alva Doreen Wimocr, ‘'Employment and Income Aipccu of 
Rectal Agrarian Reforms in Middle East”, latetmuonal Labour Renew. June 1970 
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productive efficiency and income of the rural people will tend to create 
more demand for consumer goods and agricultural inputs thereby 
diversifying the economy. The First Five-Year Plan of India laid down 
two objectives of land reforms which have been carried through in the 
other Five-Year Plans: “(/) to remove such impediments to increase in 
agricultural production as arise from the agrarian structure inherited 
from the past. This should help evolve conditions for evolving as 
speedily as possible an agricultural economy with high levels of 
efficiency and productivity; and (//) to eliminate all elements of 
exploitation and social injustice within the agrarian system, to provide 
security for the tiller and assure equality of status and opportunity to all 
sections of the rural population.” 

Land Reforms Policy 

The main elements of land reforms in India have been: (/) Abolition 
of intermediaries; (il) tenancy reforms, comprising regulation of rent, 
security of tenure and conferment of ownership rights on tenants; (iii) 
ceiling on land holdings and distribution of surplus land; (iv) consolida- 
tion of holdings; and (v) reorganisation of agriculture. 

(i) Abolition of Intermediaries. At the time of independence, the 
usual systems of land tenure in India were the zamindari, the ryotwari 
and the mahalwari. The landlords, jagirdars, talukdars, inams, etc. were 
the various forms of intermediaries who collected rent from the 
cultivators and deposited it with the State governments in the form of 
land revenue. Such intermediaries were primarily absentee landlords 
who did not care to bring improvements on land. Instead they indulged 
in rack-renting, sub-letting, and other nefarious activities aimed at 
exploiting the peasants. Such tenures were prevalent in 40 per cent of 
land under cultivation in 1950. 

By 1954 all States passed laws to abolish intermediaries. These laws 
have been implemented in all the States and intermediary tenures have 
almost been abolished all over the country. As a result, about 20 million 
tenants have come into direct contact with the state. About 58 lakh 
hectares have been distributed among tenants and share-croppers. 
Besides, large areas of forest land, grazing land and culturable waste 
land belonging to intermediaries have been vested in the state. 
Intermediaries have been permitted to retain farm lands for personal 
cultivation within certain limits. The limits of farm differ from State to 
State depending upon their agro-climatic conditions. Intermediaries 
have been paid compensation for the loss of their rights. The total 
compensation to intermediaries has been estimated at Rs 670 crores, out 
of which Rs 320 crores had been paid partly in cash and partly in bonds 
spread over a period of 20 to 40 years by the end of 1970. 
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The abolition of intermediary tenures has not been an unmixed 
blessing. It brought tenants into direct relationship with the state and 
conferred full ownership rights on others, thereby putting an end to 
exploitation by landlords. It also increased the income from land 
revenue to the State governments. Thus it has been beneficial both 
socially and economically. 

On the other hand, the state was burdened with the payment of large 
compensation “It would have been advantageous had the compensa- 
tion arrangements been linked up with schemes of productive invest- 
ment as were recently done in Taiwan and earlier in Japan.”* 2 On the 
plea to resume land for personal cultivation, many intermediaries 
evicted the tenants and while others retained considerable portions of 
land dividing it among their family members Some of the zamindars 
continued to retain their entire holdings of land by forming cooperative 


a few still exist in one form or the other 

(ii) Tenancy Reforms. Tenancy reforms comprise regulation of rent, 
security of tenure, and conferment of ownership rights on tenants. 
Tenant cultivators of all types whether occupancy, non-occupancy or 
sub-tenants were subjected to rack-renting at the time of independence 
Moreover, tcnants-at-will (or non-occupancy tenants) and sub-tenants 
were cj'cctcd from the leased land by the landlord at his will. Further, 
occupancy tenents cultivating for years were never conferred ownership 
rights by their landlords According the National Sample Survey of 
1953-54, 20 per cent of the total area under cultivation in India was 
leased out to tenants. 

The First Five-Year Plan laid down three guidelines for the reform of 
tenancy: (a) Rent should not exceed 1/5 to 1/4 of the gross produce, (6) 
all tenancies should be declared non-resumablc and permanent except 
in certain specified circumstances; and (c) in respect of non-resumablc 
land, the landlord-tenant relationship should be ended by conferring 
ownership rights on tenants. All the states have enacted legislation on 
these guidelines. But the extent to which they have been implemented is 
discussed below: 

(a) Regulation of Rent. Before the enactment of laws regulating rent, 
tenants were paying exhorbitant rents ranging from 50 to even SO per 
cent of the produce to the landlords. Now the maximum rates of rent 
have been fixed at levels not exceeding 1/4 to 1/5 of the gross produce in 
all States except in Andhra Pradesh, Haryana and Punjab. 0 In Andhra 

“J S Uppil. op at 
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Pradesh it is 30 per cent for irrigated land and 25 per cent for dry iand, 
while in Haryana and Punjab it is 33 I/3 per cent of the gross produce. 

(b) Security of Tenure. Several States have enacted legislation for 
conferring security of tenure on tenants. But they are not uniform. 
Except for Uttar Pradesh and Delhi, in no other State, tenants have 
been provided complete security. In some States in the event of 
resumption of land for self-cultivation by the landlord, a minimum land 
is required to be left with the tenant-cultivator. In others, there is no 
provision for a minimum land to be left for the tenant in case of 
resumption of land for self-cultivation. In fact, the legislation lays down 
the conditions under which the tenants are liable to ejection. These 
include non-payment of rent, sub-letting the land, and using the land for 
non-agricultural purposes. The State Acts also provide for the right of 
resumption of land by the owner if the same is a small owner, widow, 
minor, unmarried woman, physically handicapped serving/retired .army 
personnel or has land as the only source of income. Thus, under the 
existing legislation, the position of tenants, and particularly of share- 
croppers continues to be insecure in Bihar, Tamil Nadu, the Andhra 
area of Andhra Pradesh, the Saurashtra area of Gujarat, Punjab and 
Haryana. 14 

(c) Rights of Ownership. Necessary legislation has been passed in 
several States for enabling tenants to acquire ownership rights. In some 
States, the governments have taken over the land from the owners after 
paying compensation to them and then the same is liable to transfer to 
the tenant-cultivators on paying its price to State in instalments. In 
others, the tenants have been asked to pay a fixed compensation direct 
to the owners in instalments. In still others, the State has resumed the 
ownership of the land to itself and the tenants have been brought into 
direct relationship with the State till they pay its minimum price to the 
State. But in West Bengal and Jummu and Kashmir rights of ownership 
have been conferred on certain categories of tenant-cultivators without 
compensation. The available data reveal that ownership rights have 
been conferred on 3.4 million tenants in 7.7 million acres of land. The 
Sixth Plan admits that “in regard to the conferment of ownership rights 
on cultivating tenants, the existing legislation in the States of Andhra 
Pradesh, Bihar, Tamil Nadu, Haryana and Punjab still falls short to the 
accepted national policy.” On the other hand, there have been large 
scale ejectments through the device of “voluntary surrenders.” 

The above progress of tenancy reforms reveals that they have failed to 
achieve their objectives of regulating fair rents, security of tenure and 
conferring ownership rights on the tenants. The principal reason has 


14 G.O.L, Planning Commission, Draft Fifth Five-Year Plan, 1974-79 Vol. II 1973. 
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been the existence of legal flaw's in legislative measures passed by the 
State governments. Laws proside many rights to landlords to resume 
land for self-cultivation and to eject the tenants on flimsy grounds. The 
tenants are illiterate and poor and hasc neither the ability nor the mean' 
to go to the courts of law to protect their rights. The absence of correct 
land records and lack of the will to implement the tenancy laws have 
also been responsible for the dismal progress of tenancy reforms. 

(iii) Ceiling on Agricultural Holdings. Ceiling on agricultural land 
holdings means fixing the maximum limit up to which a cultivator can 
hold land. Surplus land above the ceiling is acquired and distributed by 
the government. The aim is to reduce the concentration of land holdings 
in few hands, and to provide economic holdings to the landless 
agricultural workers and marginal farmers in order to increase their 
employment and income opportunities. Given appropriate incentives, 
small farmers increase production, as has been the experience in Japan. 
Thus ceiling in land holdings is an important step toward achieving 
growth with social justice. 

Laws imposing ceiling on agricultural holdings began to be im* 
plemented during the Third Plan. Prior to 1972. the unit of application 
was an individual landholder so that every member of a family could 
hold land up to a prescribed limit This defeated the very purpose of 
imposing land ceilings for the entire land belonging to one landlord 
could be distributed among his family members Moreover, the ceiling 
limit had been fixed at a very high level with a wide range dcjxmding 
upon the nature of the land For instance, in Punjab and Haryana, and 
individual landholder could hold 27 to 100 acres, and in Andhra Pradesh 
27 to 234 acres. Consequently, the results achieved were meagre due to 
the high ceiling level, large number of exemptions, malafide transfers 
and partitions, and poor implementations. Accordingly, only 23 lakh 
acres of land was declared surplus after the imposition of ceilings in the 
different States out of which 12.S lakh acres had been distributed to 
landless agricultural workers and marginal farmers till 1972 

According to the amended ceiling laws passed by the Stales after 
1973, a family consisting of five members has been made the unit of 
application, the maximum ceiling limit has been lowered, the range 
between the lowest and the highest ceiling has been narrowed, and most 
of the exemptions have been withdrawn. Now the lowest limit of ceiling 
is 9. 1 acres in Jammu and Kashmir and the highest 54 acres in Madhya 
Pradesh and Haryana for dry land- But the usual ceilings are on the 
basis of irrigated land with two crops and one crop a year. For instance, 
in Rajasthan and Haryana it is 18 acres for the former and 27/-'~''jor 
the Litter, in Punjab and U.P it is 17 acres and 27 acres rcr ^ 
However, where the family members exceed five, the ceilinj 
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higher. But the progress of taking over the.distribution of ceiling surplus 
land has been very slow. Of nearly 7.2 million acres of land declared 
surplus under the revised ceiling laws, 5.6 million acres have been taken 
possession of in the various States. Of this, nearly 4.4 million acres 
have been distributed among more than 1.8 million peasants belonging 
to the weaker sections of the society. Poor implementation and 
prolonged litigation have been mainly responsible for the tardy 
progress. 

A scheme of providing financial assistance to assigness of ceiling- 
surplus land was started in 1975-76 for the landless poor so as to enable 
them to cultivate the assigned land which is generally of poor quality. 
Under this scheme, financial assistance is provided upto Rs. 2,500 per 
hectare in the form of grant to the assignee for simple land develop- 
ment, provision of inputs and for immediate consumption needs. Since 
the inception of the scheme, Rs. 25 crores have been released to the 
States for this purpose. Another Rs. 30 crores were provided during the 
Sixth Plan for this scheme, with an equal amount as matching outlay by 
the States. But the Centre did not release any amount because the 
States did not provide their matching share and failed to submit 
utilization certificate of allocated funds. Tims little progress has been 
made in this direction due to the apathy of the State Governments. 

(/v) Consolidation of Holdings. Consolidation of holdings implies 
rearrangement of scattered and subdivided holdings of individual 
farmers by exchanging them with similar holdings of other farmers in a 
particular area. The average size of operational holding in the country 
has declined from 3.1 hectares in 1953-54 to 2 hectares in 1976-77. It is 
even less than 2 hectares in Assam, Bihar, West Bengal, Orissa, Uttar 
Pradesh, Tamil Nadu and Kerala. This is indicative of the continuous 
pressure being exerted on limited land resources by a steadily growing 
population. This has further led to sub-division and fragmentation of the 
agricultural holdings in many of the States. By consolidating such 
scattered and subdivided land holdings, agricultural production can be 
increased and much saving can be affected in time, money and 
resources. 

Fifteen States have passed laws to undertake consolidation of 
holdings. But their implementation has been extremely patchy and 
sporadic. Complete consolidation has been done only in Punjab, 
Haryana and Western Uttar Pradesh. The work has not started in 
Southern and Eastern States and Rajasthan, while little progress has 
been made in States like Maharashtra and Himachal Pradesh. By the 
end of 1985 , about 52 million hectares of land had been consolidated all 
over the country. 
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'Hie main reasons for slow progress and non-implementation of 
legislation have been lack of up-to-date land records, lack of finance, 
wide differences in land values, the difficulty of exchanging irrigated 
and rainfed lands even within the same village and lack jof trained 
personnel to cany out the work of consolidation. 

(v) Re-organis3tion of Agriculture. Re-organisation of agriculture is 
the last plank in the scheme for land-reforms. This is essential to benefit 
the small and marginal farmers, the share-croppers and the agricultural 
landless workers. During the first three plans this was sought to be done 
through cooperative farming societies. But they could not be formed 
due to the personal rivalries and caste and status distinctions in villages. 
However, a few societies did come up to grab the various incentives and 
facilities provided by the State in cash and kind. But they were fictitious 
having been formed on behalf of the tenants and share-croppers by the 
erstwhile landlords. The Fourth Plan, therefore, adopted the Small 
Farmers’ Development Agencies (SFDA) in 1971. The Integrated Rural 
Development Programme (IRDP) was introduced in 1976-77 to assist 
the small and marginal farmers, share-croppers and landless agricultural 
workers. There has also been a centrally sponsored scheme of assistance 
to allottees of ceiling surplus land which has now been extended to the 
arcar covered by special programmes of SFDA and IRDP 

A Critical Appraisal 

The land reform measures adopted in India have been comprehen- 
sive. But their progress has been highly unsatisfactory. The Sixth 
Five-Year Plan document admits that, "it has not been due to fiaws in 
policy but to indifferent implementation. Often, the necessary deter- 
mination has been lacking to effectively undertake action, particular in 
the matter of application of ceiling laws, consolidation of holdings and 
in not vigorously pursuing concealed tcnancics/occupancy rights as 
enjoined under the law " Not much effort has been made to assist the 
allottees of surplus land to develop the land despite the existence of the 
centrally sponsored scheme of assistance, and SFDA and IRD 
programmes. Organisational inadequacy and lack of resources have 
prevented the work of compilation correction and updating of (and 
records about ownership and rights of tenants, sharecroppers and other 
landholders. Above all, there are flaws m the existing land reform laws 
and there has been slow disposal of appeals and revisions filed by 
landowners against the State revenue authorities 

The immediate need is to plug all legal loopholes in the existing land 
reforms. All existing and future land Reforms Acts should be included 
in the Ninth Schedule of Constitution so that these laws cannot be 
challenged in courts. Till then, Land Reform Tribunals should be set up 
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in the form of itinerant courts in order to bring justice to the door of the 
poor people. The Land Reforms Commissioner should be the final 
appellate court in all case of disputes. The legal procedure should be 
simplified, not more than one revision and one appeal should be 
allowed. Since beneficiaries of land reforms are illiterate and poor, they 
should be provided free legal assistance by the State. 

For speedy implementation of laws relating to ceilings, tenancy, and 
consolidation of holdings, the revenue machinery should be streng- 
thened by appointing trained personnel who shall be of much use to the 
tribunals as well. They shall be responsible for undertaking the work of 
compilation, correction and updating the land records, and also help in 
consolidation of holdings. Persons appointed for this purpose and on 
tribunals should be well-versed with local conditions, rights and customs 
of different areas and regions. They should be persons of proven ability 
and integrity and possess the will to implement the vanous land reforms 
vigorously. But all this is not possible unless there is dynamic, firm and 
unambiguous political direction. 

Further, there is the need to organise tenants and landless agricultural 
labourers so that they may bring pressure on the Government for the 
effective implementation of land reforms. In the absence of a strong 
peasants’ organisation, the next best arrangement is to associate 
committees of beneficiaries with the implementation of land reforms. 
Such committee should be established at the village and block levels to 
advise on the implementation of all measures of land reforms and 
provision of supporting facilities to beneficiaries of land reforms. 

Lastly, it should be made legally binding on the allottees of surplus 
land not to sell or mortgage it. Law should also be passed against 
sub-division of the allotted land by fixing a floor ceiling on holdings. All 
such laws should be rigorously implemented otherwise they will defeat 
the basic objective of achieving social justice through land reforms. 

AGRICULTURAL PRICE POLICY 

A suitable agricultural price policy holds me key to growth in a 
developing country like India. Agricultural prices have to tendency to 
display wide inter and intra-year fluctuations. Such fluctuations are the 
result of: (a) relatively low price elasticity of demand for agricultural 
commodities, and ( b ) biological and seasonal nature of agricultural 
production. The price elasticity of demand for agricultural commodities 
is less than unity. Due to the biological and seasonal nature of 
agricultural production, the price elasticity of supply is also low. It is this 
low elasticity of demand and supply that causes severe fluctuations in 
agricultural prices in such countries . 15 

orintltnrnt PrrV.» Jr. r- 
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Fluctuations in agricultural prices harm both the producers and the 
consumers. The aim of agricultural price policy is to iron out price 
fluctuations of agricultural commodities so as to reduce the loss to the 
producer from a sharp price fall following a bumper crop and to 
minimise the difficulties of the consumers from a sharp price rise as a 
result of short supplies due to a crop failure. The ultimate aim is to bring 
price stability in agricultural commodities. 

Again, pnee stability is also essential to curb speculative activities in 
agricultural commodities in a mixed economy like India. 

The principal aim of the agricultural price policy is to protect the 
weak producers who do not have the means to sell their produce in the 
market. Due to the lack of market information, inadequate storage 
facilities and small staying power, they arc forced to sell their produce at 
unremunerative prices to the intermediaries. They, therefore, need to 
be protected by a price support policy whose basic elements arc: (i) an 
organisation for pnee policy formulation; (ii) an agcncy/agcncies for 
making support purchases or procurement on behalf of the Govern- 
ment; and (£ri) operation of buffer stock and distnbution 16 

Such a price policy is also essential in order to increase agricultural 
production. A number of farmers use costly inputs like fertilizers, 
improved seeds, modern implements, etc For this, the agricultural 
price policy has to be growth-cncntcd by ensuring minimum prices to 
the farmers for different farm products Minimum pnccs also encourage 
the farmers in crop planning. v 

In developing countries like India, agricultural output constitutes 50 
per cent or more of the national product Agriculture provides 
foodgrains to the people, raw materials to various industries and also 
contributes to the export sector of the economy. The agricultural pnee 
policy should generate large agricultural surpluses from the farm sector 
in order to augment the financial resources of the State for further 
development. 

Since the farmers depend upon a number of consumer goods and 
inputs on the non-agnail tural sector, the aim of agncultural pnee policy 
is to ensure that the income levels of the farmers are not reduced by 
continuous unfavourable terms of trade between the agricultural sector 
and the non-agricul tural sector. 

Thus the prinripal objectives of agncultural pnee policy are to bnng 
price stability in order to safeguard the interests of the consumers and 
the producers, to encourage production, to increase agncultural 
surpluses, and to prevent the movement of terms of trade against the 
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farm sector. The agricultural price policy in India was primarily 
consumer-oriented during the first two Five-Year plans. It was only in 
1964 that a policy of support prices for foodgrains was adopted 
throughout the country and the importance of guaranteed minimum 
prices to producers was recognised for the first time. In the subsequent 
year, the Agricultural Prices Commission (APC) was set up to advise 
the Government on appropriate price policies for agricultural commo- 
dities and to take into account: (a) the need to provide incentive to the 
producer for adopting improved technology and for maximising 
production; (b) the needs to ensure rational utilisation of land and other 
production resources; and (c) the likely effect of the price policy on the 
rest of the economy, particularly on the cost of living, level of wages, 
industrial cost structure, etc. In 1980, the terms of reference of the 
Commission were expanded and inter alia, it is now required to take 
imo account the changes in the terms of trade between agricultural and 
non-agricultural sectors. 17 In 1985, the Agricultural Prices Commis- 
sion was renamed as Commission for Agricultural Costs and Prices 
(CACP) 

In 1965 was also established the Food Corporation of India to provide 
all-India machinery for the procurement of foodgrains in terms of 
shortage and price support in times of plenty. For the minimum support 
prices to be effective in facilitating agricultural production, the 
Foodgrains Policy Committee (1966) stressed that: (/) the announce- 
ment of prices should be made well before the sowing season; (//) the 
guaranteed minimum support prices should be fairly stable to create a 
favourable climate for long-term investment; (Hi) wide publicity should 
be given by the Govemement to the minimum support prices and to the 
effect that it will be prepared to purchase all the quantities offered to it 
at those prices; and (iv) adequate arrangement should be made at 
important markets for making purchases at the support prices wherever 
the need arises. 18 

The Committee also stressed the importance of the national manage- 
ment of food in order to plan the supply and distribution of food. For 
this purpose, it recommended: (i) procurement to ensure necessary 
supplies; (ii) control over inter-State movement to facilitate procure- 
ment and keep prices at a reasonable level; (iif) a system of public 
distribution to ensure equitable sharing; and (iv) the building up a 
buffer stock to provide against difficult years. 

Every since the Fourth Five-Year Plan, the main instruments of 
agricultural price policy have been four fold: (a) announcement of 

17 A.S. Kahlon and D.S. Tyagi, op. dt. 

Report of the Foodgrains Policy Committee, 1966 
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minimum support prices by theCACPfor major iarm crops well before 
the sowing season; (fri fixation of procurement prices for major 
foodgrains by the CACP for the purchase of compulsory levy by the 
Government; (c) operation ot buffer stocks to stabilise prices; and (ri) a 
public distribution system of safeguard the interests of consumers 
involving the issue prices of certain important commodities. 

Agricultural price support/procurement policy now covers 15 crops. 
The minimum procurement prices arc recommended by theCACPfor 
wheat, paddy and coarse grams, and the minimum support prices for 
barley, gram, moong, arhar, urad, mustard, groundnut, sunflower seed, 
soyabean, cotton, sugarcane ana jute. The CACP takes into 
consideration the following criteria while making its recommendations 
for minimum support/procurcmcnt prices; cost of production, changing 
input prices, market prices, demand and supply, effect on industrial cost 
structure, effect on cost of living, effect on general pnee level, 
international market situation, inter crop pnee panty, input-output 
price panty, and panty between pnecs paid and received. In arriving 
at the support/procurement pnee of a farm product, the CACP takes into 
account the average cost of production under the Comprehensive 
Scheme in the mam producing States and recommends a price which 
covers the cost of production and provides a margin of profit to the 
farmer. The National Agricultural Cooperative Marketing Federation 
(NAFED) is the agency for ensunng the minimum pnecs 

A Critical Appraisal 

The agricultural pnee policy being followed in India has pla>cd a 
significant role in stimulating production of agncultural commodities, 
raising their prices, making terms of trade favourable for the agricultu- 
ral sector, raising income of (he farmers and protecting the consumer 
through the public distnbution system. This has been done by 
announcing support/procurement pnees for 15 major crops fully backed 
by 1 institutional arrangements for government intervention in ease the 
market prices tend to fall below them. Buffer stocks arc built up through 
procurement at support prices which sustain the public distnbuuon 
system. Over 15 million tonnes of foodgrains are produced by public 
agenaes annually. With raising costs of inputs, the Government has 
been increasing procurement/support prices every jear in the interest of 
farmers. We discuss these favourable effects below. 

G.S. Gupta in his study of Agricultural Prices Policy and Farm 
Incomes, has shown that pnee support/procurement policy has 
positive effects on farm pnecs. In the pre policy era tor the ten-) car 
penod 1955-56 to 1964-65, the annual compound growth rate of 
pnee- raise in the ease ot wheat was 6.43 per cent while it was ' per 
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cent in the post policy era for the ten year period 1965-66 to 1974-75. 
For paddy the growth rates for the two periods were 4.72 per cent and 
10.36 per cent; for groundnut 8.68 per cent and 10.82 per cent; and for 
cotton 2.74 per cent and 10.5 per cent, respectively. The same has been 
the case with other farm products. 

So far as the terms of trade between agricultural and non-agricultural 
sectors are concerned Thamarajakshi’s analysis shows that for the 
period 1964-65 to 1974-75 the terms of trade were favourable for the 
agricultural sector. Kahlon and Tyagi have shown that they moved 
against the agricultural sector for the year, after 1974-75 thereby 
necessitating higher levels of support/procurement prices. 

The procurement/support price policy has also been instrumental in 
increasing agricultural production in the case of a number of crops. For 
instance, the index of wheat production increased from 57.6 inl965-66 
to 178.7 in 1985-86, of rice from 78 to 148, of oilseeds from 85.6 to 
130.4, and of cotton from 86.7 to 157.8 over the period. 

The increased proauction led to positive effects on marketed surplus. 
In 1964, a year before the start of the procurement policy, 1.4 million 
tonnes of foodgrains were procured. Since then the procurement of 
foodgrains has been on the increase. From 4 million tonnes in 1965 to 
about 7 million tonnes in 1968 to about 9 million tonnes in 1971 to about 
13 million tonnes in 1976 to 20 million tonnes in 1985-86. 

The increase in production and marketed surplus have naturally led to 
the rise in incomes of the farmers which have been in turn influenced by 
high procurement/support prices of farm products. 

Not only this, the consumers have also benefited from the agricultural 
price policy. The public distribution system has been playing a vital role 
in supply management and has helped to keep consumer-prices stable. 
There are more than 3.3 lakhs recognised fair price shops which 
provide foodgrains at reasonable prices to consumers. Of the total 
number of fair price shops about 78 per cent are in rural areas. More 
than 17 million tonnes of foodgrains were distributed through these fair 
price shops in 1985-86. 

Its shortcomings. The agricultural price policy has not been an 
unmixed blessing. It has its shortcomings. The policy of administered 
prices has been benefiting neither the consumer nor the Government. 
When the Government raises the procurement prices of cereals, this 
increases their issue prices through the public distribution system which, 
in turn, push up the cost of living index thereby leading to an additional 
instalment of D.A. to Government employees. Even a small increase in 
the issue price of any cereal leads to a rise in its open market price. This 
further leads to price escalation in other sectors. It the Government 
does not increase the issue price with the rise in procurement prices, the 
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burden of food subsidy to the Government increases many times. So the 
agricultural price policy has failed to bring price stability. 

Further, when the procurement price is raised, it benefits neither the 
producer nor the consumer. There is a vast difference between the 
procurement prices and the market prices of cereals. The middleman 
and the trader benefit the most when they buy cereals at minimum 
procurement prices and sell the same at almost double the prices in the 
open market. As a result, the producer is deprived of the profit and the 
consumer suffers from the price rise. 

Minimum procurement/support prices have induced producers to 
alter the composition of agricultural output. Keith Gnffin points out 
that wheat acreage in India has expanded at the expense of the more 
nutritious high protein pulses. According to him, “Given that the 
average Indian receives 8 per cent less protein than in 1960, a high 
support price for wheat seems unwise as well as unnecessary." But the 
real reason for the shift from pulses cultivation to wheat cultivation 
seems to be the non-cxistcncc of the minimum support pnce.policy for 
pulses till 1978-79. 

Critics point out that the procurement prices fixed in recent years in 
the case of foodgrains have been kept low leading to decline in real 
income of the producers. Grcwal and Rangi in their study of paddy 
and wheat in Punjab have shown that a farmer who obtained a 
procurement price of Rs 77 per quinta] for paddy in 1977-78, in fact 
received Rs 53 only in the year 1982-83 in real terms when the 
procurement" price was Rs 122 per quintal In the case of wheat 
cultivation, the average margin of profit on per quinta) basis in monc) 
terms remained more or less static both on cost A 2 and cost C basis 
during the decade 1970-71 to 1980-81. But the profit margin in real 
terms showed a big slump because the purchasing power of a quintal of 
wheat in 19SO-81 was only one-half compared to what it was in 1970-71, 
They conclude that "the agricultural prices policy has been able to 
maintain only the money incomes of the farmers and not their real 
incomes." If' this continues, it will in the long run stifle the growth 
process by having a dampening effect on incentives to invest It will 
squeeze out the small and marginal farmers who already are poor. 
Lastly, it will quicken the pace of capital-intensive technology 

In order to remedy this situation, the increase in general price level 
should be neutralised by providing a margin over and above what is 
warranted by the nsc in cost of production. Second, the input pnees 
should be rationalised and scaled down Finally, the pnees of 
manufactured goods should be controlled and regulated. AH these 
measures arc essential for the success of agricultural price policy so that 
the interests of both the producers and consumers arc sifeguarded. 



Chapter 68 

INDUSTRIAL DEVELOPMENT AND POLICY 
UNDER THE PLANS 


INTRODUCTION 

In 1950, the pattern of industrial development in India presented a 
strange spectacle consisting principally of cotton and jute textiles, sugar, 
cement, coal, mining, and iron and steel industries. The country had a 
narrow industrial base and had to import from a pin to a locomotive. 
This was due to the apathetic laissez faire policy of the British 
Government. The National Government which took over from the 
British in 1947 had a gigantic task of rebuilding the badly worn out 
existing industries through the Second World War and the Partition, 
and of launching State engineered industrialization in a planned 
manner. The extent to which India has succeeded in diversifying the 
industrial base of the economy can be viewed from the industrial growth 
during the various Five-Year Plans. 

m 

INDUSTRIAL DEVELOPMENT UNDER THE PLANS 

The First Plan was a transitional plan meant to rehabilitate the Indian 
economy hit hard by the War and Partition. It aimed at developing 
agriculture to fill the gap in foodgrains and raw materials created by the 
partition of the country and to create the necessary economic overheads 
like power and transport for industrialization in the subsequent Plans.. 
Accordingly, industrial and mineral development was primarily left to 
the private sector, the State’s share being 6 per cent in the total outlay of 
the Plan. The total expenditure by the State on industrial development 
was Rs 117 crores as against Rs 370 crores by the private sector. 

Industrial production increased by 38 per cent during the First Plan 
period. The index of industrial production (base 1960) increased from 
54.8 in 1951 to 72.7 in 1955. Progress in various industries was not 
uniform. Production of consumer goods increased by 34 per cent, of 
capital goods by 70 per cent and of industrial raw materials by 34 per 
cent. The performance of individual industries varied much. The 
production of paper, paper j board, bicycles and sewing machines 
matched the Plan targets. Cement production increased by about 2 
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million tonnes over the Plan period. General engineering, heavy 
chemical and chemical industries progressed considerably. A number of 
public sector undertakings Here launched. They were Hindustan Cable 
Factory, Hindustan Machine Tools, Integral Coach Factory, Penicillin 
Factory, Chittaranjan Locomotive, Sindn Fertilizer Factory, Newsprint 
Factory, and Indian Telephone Industries. In the case of certain 
industries like steel, aluminium, fertilizers, etc., the targets set under 
the Plan were not reached Despite a modest Plan investment, the 
overall industrial production increased as never before and a wide 
industrial base was created 

The Second Plan One of the major objectives of the Second Plan was 
rapid industrialization with particular emphasis of the development of 
basic and heavy industries The shift in the pattern of industrial 
development was in keeping with the Industrial Policy Resolution of 
April 1956. It envisaged a large expansion of the public sector in the 
sphpre of minerals and industries development Accordingly, top 
priority was accorded to the development of heavy machine building, 
electricals, steel, machine tools and non-ferrous metals Employment 
potential of heavy industries being limited over the short run, attention 
was focused on the development of cottage and small industries. Rs*175 
crores were spent on their development in the Plan period against Rs 43 
crores in the First Plan Rs 900 crores were spent on the development of 
industries and minerals Development of small and large industries 
accounted for 24 per cent of the total outlay. In keeping with the New 
Industrial Policy, the private sector was given its due share The private 
sector investment of industries was Rs 657 crores and on small industries 
Rs 175 crores Public and private sectors were v icwed as parts of a single 
mechanism 

There was significant advance in industrialization during the Second 
Plan. The index of industrial production rose from 72 7 at the end of the 
First Plan (base 1960) to 100 in 1960 There was significant advance in 
certain spheres The production of iron ore and aluminium rose by 150 
per cent, of steel ingots by 100 per cent and of machine tools by 50 per 
cent. One of the maj'or steps towards building a solid capital base wa4 
the establishment of three steel mills at Rourkcla. Bhilai and Durgapur 
in the public sector with an initial capacity of 10 lakh tonnes In the 
private sector, the production capacity of TISCO. I1SCO and MISW 
was raised by 7 lakh tonnes. 5 lakh tonnes and 75,000 tonnes, 
respectively. Another achievement in the industrial field was the 
production of new items, such as boilers, tractors, newsprint, motor 
cycles, scooters, sulpha and antibiotic drugs, DDT. dyestuffs, etc 
Rapid progress was made in the production of durable consumer goods 
like fans, radios, bicycles, electric goods, etc. 
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However, the Plan failed to achieve physical targets of steel, 
fertilizers, newsprint, dyestuffs, soda ash, cement, chemicals, pulps, 
sulphuric acid, pig iron, refractories, sewing machines, railway wagons 
and cotton taxu’Ie machinery. This was due to the foreign exchange crisis 
which started in 1957 and the non-availability of machinery, equipment 
and technical knowhow from foreign countries in time. The perform- 
ance in the small industries was also disappointing. Despite shortfalls in 
the various spheres, the Second Plan has been characterized as the 
beginning of a veritable industrial revolution by laying the foundations of 
a strong industrial base with the help of imported skills and technology. 

The Third Plan was the first step towards the long-term industrial 
development of the economy extending over the next 15 years. The 
main objective towards this end was “to expand basic industries like 
steel, chemical industries, fuel and power and establish machine 
building capacity, so that the requirements of further industrialization 
can be met within a period of ten years or so mainly from the country’s 
own resources.” Thus the industrial sector was regarded as crucial for 
securing rapid economic advance. For building a sound capital base and 
for self-reliant and self-sustained grow'th, special emphasis was placed 
on such industries as coal, oil, steel, electric power, chemicals, machine 
building and engineering. The role of cottage and small industries was 
conceived as one of providing larger employment opportunities and of 
increasing the supply of consumer goods arid some producer goods. In 
keeping with these objectives, Rs 1,726.3 crores were spent on 
organised industry and minerals in the public sector and Rs 1 ,050 crores 
in the private sector, while Rs 236 crores and Rs 272 crores were spent 
by public and private sectors respectively on the development of village 
and small industries. 

Industrial progress during the Third Plan was 7.9 per cent per annum 
3gainst the estimated 11 per cent. This slow progress was due to: (I) 
shortages of transport and power; (ii) of imported raw materials, spares 
and components; (Hi) the Indo-Chinese War; (fv) dislocation caused by 
the Indo-Pak conflict and the consequent disruption in the flow of 
external assistance; (v) inflationary pressures within the economy; and 
(vi) the unprecedented droughts leading to shortage of raw materials. 
As a result, shortfalls in various items ranged from 30 to 60 per cent or 
more, and physical targets w'ere not achieved in the majority of 
industries. For instance, shortfall in iron ore, tractors, steel ingots, 
caustic soda, sugar machinery, woollen fabrics and commercial vehicles 
ranged from ^0 to 60 per cent. The shortfall was 40 per cent or more in 
the case of nevvsprint, alloy, zinc, fertilizers, stainless steel, sulphuric 
acid, paper and mining machinery. 

Despite these shortfalls notable progress was made in increasing 
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import replacement, diversification and the setting up of new industries. 
The output of petroleum products increased by 48 per cent, of basic 
metals by 49 per cent, of metal products by 57 per cent, of transport 
equipment by 50 per cent, of electrical machinery by 71 per cent, and 
non-clectric machinery by 82 per cent. During the Plan period, 
production was started in a number of new items like watches, 
timepieces, transistors and diode radio salves, field cameras, magnets, 
microscope slides, hydraulic presses, potassium permanganate, heavy 
water, some new chemicals, taxi meters, micrometers, roller bearings, 
etc. Considerable progress was made in the reduction of import contents 
by manufacturing raw materials, components and spares indigenously in 
the case of machine tools, automobiles, electric motors, transformers, 
switch gears. etc. Substantial addition was made to the cxistmg.capacity 
by starting new complexes in machine tools, metallurgical, mechanical 
and electrical engineering, pctro-chcmicals, oil refining, fertilizers, ship 
building, locomotive and wagon building, aircraft manufacture, drugs 
and pharmaceuticals. However, the output of traditional industries like 
sugar and textiles increased only by 13 and 20 per cent respectively The 
general index of industrial production increased from 110 6 to 151 9. 

The Three Annual Plans aimed at removing strains in the industrial 
sector which arose during the Third PJan. The emphasis was placed on 
the fuller utilisation of the existing capacity and to Fill the gaps created by 
the Third Plan. In other words, the industrial base was to be expanded 
and consolidated. For this, the tempo of high public and private 
investment was kept up. Accordingly, the public expenditure oh 
industry and minerals was of the order of Rs 1,575 crorcs and the private 
investment Rs 580 crorcs. Public and private expenditure on village and 
small industries was Rs 144.1 crorcs and Rs 250 crorcs respectively. 

There was sharp deceleration of industrial production during 1967- 
1968 due to an increase in unutilised capacii) in a number of industries. 
As a result, industrial output fell to 0 2 per cent in 1967 and 0.5 per cent 
in 1968. This was due to consecutive failure of agricultural production 
and the consequent short supply of agricultural raw materials, and the 
slackness of demand for a number of capital goods and consumer 
industries, especially cotton textiles, jute manufactures and engineer 33 / 
goods. Some of the other causes of industrial recession *e [C: l f 
ghcraocs, strikes and lockouts, (b) inadequate foreign exchange 
'for importing- equipment and raw materials, and (c) lack 
stability in some of the States after the fourth genera/ 

The various incentives provided b) the State to siimnh-’e , *r~ s% 
production arid improvement in the supply situate 13 
components and industrial raw materials increased tFe 
tion of many industries. Thus during 1961-69, i "*' 
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ncreased by 6.6 per cent. Only in a few industries like machine tools 
ind cables, the production was unsatisfactory. 

Reviewing the weakness in industrial planning prior to the Fourth 
Plan, the Fourth Plan Report observed that in certain sectors excess 
:apacity was created, while in certain other industries like fertilizers, the 
addition to capacity was below requirements. Faulty licensing policy. 
:reated imbalances in some industrial sectors. Thus uneven growth led 
to an undue burden of maintenance of imports. The private sector was 
not cost conscious and did not realize the necessity of reduction in costs 
because of existence of sellers’ market. All these considerations 
impelled the Planning Commission to have an altogether different 
approach to industrial development in the Fourth Plan. 

The Fourth Plan. The approach to industrial development in the 
Fourth Plan was related to a number of considerations. The first was the 
need to achieve self-sufficiency necessitating a faster expansion of the 
domestic production of manufactured inputs for agriculture, and 
industries relating to metals, capital equipment, petroleum products and 
chemicals. The second was the desirability of dispersed industrial 
development for creating non-farm employment in smaller towns and 
rural area. The third was the avoidance of technological unemployment 
among the workers in traditional industries arising from the unregulated 
spread of capital-intensive modern technology. 

The main objectives of industrial development were: (i) the comple- 
tion of investments in relation to which commitments had already been 
made; (if) increasing existing capacities to levels required for present or 
future development, in particular for export promotion and import 
substitution; (Hi) taking advantage of internal developments or availabi- 
lities to build new industries or new bases for industries; (iv) increasing 
industrial production at an average annual rate of 8 to 10 per cent. The 
policy of investments was directed in such a manner as to lead to 
industrialization on a large scale and to encourage the emergence of new 
entrepreneurship and greater decentralization in the ownership and 
control of industries. Greater emphasis was laid on the establishment of 
industries in backward regions in order to avoid further concentration in 
metropolitan towns. For this, the State will provide infrastructure 
facilities. Facilities were to be provided for foreign collaboration and 
investment in export-oriented industries and in sophisticated industrial 
fields. Industrial licensing policy was to be rationalised and the working 
of public undertakings was to be improved so as to increase their 
productivity and profitability. Indigenous technology, designs and 
engineering skills were to be developed. In the sphere of small 
industries, the emphasis was to be on the improvement of production 
techniques of producing quality goods, on the promotion of dispersal of 
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industries and agro-based industries. 

The Fourth Plan outlay on the development of industries and 
minerals was of the order of Rs 3,107 crorcs which was 19.7 per cent of 
the total outlay. The public sccor outlay accounted for 60 per cent of the 
total investment in the Plan, and was intended for completing projects 
already under progress on which investment decisions had already been 
taken. But new projects undertaken in high priority fields related to 
fertilizers, pesticides, j>etrochemicals, non-ferrous metals, iron ore, 
pyrites and rock phosphate resources Among other schemes, the 
Textile Corporation and the Paper Corporation were set up. The 
Cement Corporation completed two projects under way and established 
three more projects A newsprint mill with a capacity of 60,000 tonnes 
and 2 to 3 paper projects were also planned in the public sector. Plans 
for the development of electronics industry were given priority 
Programme for the private and co-operative sectors involved stepping 
up the current levels of outputs. In the sphere of small scale industries, 
the development programmes included fuller utilisation of the existing 
capacity, intensive development of selected industries and a phased 
programme of modernisation of machinery and equipment in the case of 
machine tools, foundry and re-rolling etc. 

The achieved rate of growth of industrial production in the Fourth 
Plan period was only 3.9 per cent per annum as against the postulated 
target rale of 8 to 10 per cent. There were shortfalls in the production of 
almost all the industrial products. 

“While shortfalls occurred in relation to Plan targets in most of the 
industries, progress was particularly slow in regard to consumer goods 
industries. Thus, while industries such as vanaspati showed a declining 
trend, some other important consumer goods such as cotton cloth, sugar 
and soap recorded an almost insignificant increase m output. The output 
of capital goods and of important intermediate goods such as coal, 
electricity, fertilizers, cement and aluminium generally exhibited a 
rising trend. Nevertheless, in a number of industries, inadequate 
capacity creation, as well as the shortage of inputs such as electricity, 
coal and steel, affected the growth of product ion." 1 There were two 
types of factors that held back industrial progress during the Plan First. 
inhibiting utilisation of capacity; and secondly, those inhibiting the 
creation of new capacity. 

The first, category of factors holding back industrial production were 
(i) insufficient demand for such industries as coal, machine tools, 
castings and forgings, railway wagons, texulc and other categoncs of 
industrial machinery; («) shortage and irregular supplies of raw 

/ 
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materials, components and spares for a number of industries; (Hi) 
shortage or erratic supplies of power in northern India; (iV) operational 
problems in the case of fertilizer, heavy engineering, steel and 
pharmaceutical industries; ( i) transport bottlenecks for coal, cement 
and otiier industries in the north-eastern and eastern areas; and (vi) 
disturbed indsutrial relations and management problems in the sick 
mills, steel and other industries in the eastern region. One of the most 
important reasons had been faulty industrial licensing policy. Licences 
were issued in excess of capacity targets even in non-essential industries. 
Foreign collaboration had been permitted in non-essential industries 
and in a repetitive way. This led to the creation of excess capacity in a 
number of industries and inadequate capacity in others. The Nineteenth 
Report of the Estimates Committee of Lok Sabha (April 1972) pointed 
out that there were 22 engineering and non-engineering industries with 
an excess capacity ranging from 50 to 95 per cent. It shows that the 
recession which started in the last years of the Third Plan continued with 
a respite of only two years. < 

The second category of factors relating to the creation of new capacity 
were: (/) delays in the construction phase of a number of public sector 
projects; (//) delays in the working out of plan for certain projects; (///) 
delays it: administrative sanctions; (iv) lack of experienced design and 
construction firms; (v) labour unrest; (vi) delays in getting domestic and 
foreign plant and equipment; and (v/f) delays in full commissioning due 
to lack of experienced managerial and technical personnel. Industries to 
be affected were cement, automobile, tyres and tubes, electric lamps, 
graphite electrodes, caustic soda, soda ash, non-ferrous metals, petro- 
chemicals, paper and newsprint. Moreover, considerable loss in 
production resulted in vanaspati, sugar, coal textile and engineering 
industries due to the closure of a number of units. The reasons were 
financial crisis, mismanagement, raw material shortages, uneconomic 
size, demand constraints, labour unrest, and obsolete machinery and 
technology. 

These factors were responsible for the low' growth rate of industrial 
production during the Plan. 

In The Filth Phut the outlay was Rs 9,581 crores for the development 
of industries and minerals. This was 24.3 per cent of the total Plan 
outlay. The growth rate of output of the manufacturing sector was 
estimated at 6.9 per cent per annum. 

The industrial development programmes during the Fifth Plan had 
been formulated keeping in view the twin objectives of self-reliance and 
growth with social justice. The strategy laid down in the Plan was as 
follows, (a) Emphasis had been laid on the rapid growth of the core 
sector industries such as steel, non-ferrous metals, fertilisers, coal. 
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mineral oils, and machine buildings. The development of these 
industries was \it3l for the long-run sustained grow th. They also helped 
to save foreign exchange (b) There was to be greater effort to create 
surplus capacity in manufactured goods for exports, and towards their 
rapid diversification, (e) Greater attention was to he paid towards the 
substantial expansion of production of essential commodities of mass 
consumption like cloth, edible oils, vunuspali. sugar, drugs and 
consumer durable goods like bicycles. fans, etc I he production 
programmes were supported by appropriate distribution arrangements. 
(d) Thcrc’was to be restraint on the production of non-essential goods 
except for exports But scarce resources were to be diverted to the 
production of such goods 

Besides, "the other socio-economic objectives of diffusion of own- 
ership, maximisation of employment. dispersed grow th of industries and 
upgradation of scientific and technological capabilities were sought to 
be achieved through encouragement of village and small-scale indus- 
tries. development of industrial backward areas and application of 
science and technology 

These objectives of industrial growth were sought to he achieved by 
means of: (/) the maximisation of output from existing capacity, (ti) 
Speedy completion of projects already taken up for implementation; (m) 
technological improvements 3nd expansion of existing units where 
lubstanttaJ additional production could be achieved expeditiously, fiv) 
the creation of new capacity in accordance with the priorities in the 
Plan; and (v) flic initiation of advance action on long-gestation 
projects.” 2 

During the Fifth Plan, the growth rate of industrial production was 
6.2 per cent as against the target of 6 9 per cent Major factors 
responsible for a general setback in industrial production during 1977-78 
were power shortage, industrial unrest and demand constraints . dfcctin £ 
certain industries. .. The year 1977-78 was among the worst aitcctcd m 
regard to industrial unrest as over two million ntand i\s were lost every 
month These factors affected capacity utilisation m a large number of 
industries " J 

The Sixth Plan spent 16 per cent of the total outlay on the 
development of industry and minerals Ihc Plan envisaged an annual 
growth rate of 8 per cent in industrial production To achieve it. a 
significant improvement in the functioning of the infrastructure particu- 
larly coal, power and railways was emphasised. The Plan gave high 
priority to the creation of adequate capacity in basic industries such as 
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steel, non-ferrous metals, capital goods, fertilisers and petro-chemicals. 
The public sector had been assigned a major role in the expansion of 
these industries. Besides, the private, joint and cooperative sectors were 
expected to contribute significantly in the production of fertilisers, 
cement, paper, textiles, chemicals, pesticides, drugs and pharmaceuti-, 
cals. 

In keeping with the Industrial Policy Resolution of July 1984 
emphasis was laid on the induction of advanced technology, introduc- 
tion of processes which would aim at optimum utilisation of energy as 
also for the establishment of appropriate capacities to achieve econo- 
mies of scale. Special efforts were made to establish export-oriented 
units. To protect employment and to provide more employment 
opportunities, encouragement was given to the growth of cottage, 
village and small industries. Consistent with the emphasis on technolo- 
gical self-reliance, adequate stress was laid on keeping the technology in 
Use uptodate. For this purpose, the import of technology was 
liberalised. 

The Sixth Plan achieved a growth rate of 6.8 per cent in industrial 
production in 1984-85. Performance was particularly encouraging in 
electricity generation which registered an increase of 12 per cent. 
Growth in mining was 8 per cent. But the growth in manufacturing was a 
modest 5.7 per cent. 

Review of Industrial Development 

Industrial development in India has been playing a crucial role toward 
structural diversification, modernisation and self-reliance. The progress 
of industrialisation over the last thirty-five years has been a striking 
feature of Indian economic development. The process of industrialisa- 
tion was launched as a conscious and deliberate policy in the early fifties. 
In pursuance of this policy, large investments have been made in 
building up capacity over a wide spectrum of industries. Industrial 
production has gone up by about five times during this period. Apart 
from quantitative increases in output, the industrial structure has been 
widely diversified covering broadly the entire range of consumer, 
intermediate and capital goods. In most of the manufactured products, 
the country has achieved a large-measure of self-sufficiency, providing 
the capability to sustain the future growth of vital sectors of the 
economy primarily, through domestic effort. This is reflected in the 
commodity composition of our international trade in which the share of 
imports of manufactured products has steadily declined On the other 
hand, industrial products, particularly engineering goods, have become 
a growing component of our exports. The rapid stride in industrialisa- 
tion has been accompanied by a corresponding growth in technological 
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and managerial skills, not only for efficient operation of highly complex 
and sophisticated industrial enterprises but also fof their planning, 
design and construction. Considerable advance has also been made in 
industrial research and in absorbing, adapting and developing industrial 
technology. 

But these impressive achievements do not reveal the true picture of 
industrial growth. Industrial growth has not been uniform. The 
industrial growth rate was about 8 per cent during the initial period of 14 
years (1951-65) of our planning, which slowed down to 3.4 per cent 
dunng 1965-70, 3.7 per cent during 1970-75, 4.8 per cent during 1975-80, 
and rose to about 6 per cent in 1980-85. Taking the use-based 
classification, the available data reveal that the growth rate of capital 
goods industries declined from nearly 20 per cent per annum between 
1960 to 1965 to about 3 per cent per annum between 1965-79, of the 
basic industries from 10.5 per cent to 6 per cent, of intermediate goods 
industries from 7 per cent to 3.3 per cent, and of consumer goods 
industries from 5 per cent to 3.6 per cent. 

Many reasons are given for these fluctuations in industrial growth 
rates. So far as the early period up to 1965 is concerned, industrial 
development was largely based on import substitution and a captive 
domestic market For the deceleration which started from 1965 onward, 
a number of causal forces can be identified both on the supply side and 
the demand side. Six exogenous factors arc given on the supply side: (i) 
the wars of 1965 and 1971 which diverted potential public investment 
into unproductive uses; (/i) the successive droughts of 1965-67, 1971-73 
and 1979-80 which restricted the supply of raw materials from the 
agricultural sector; (m) supply constraints in the form of infrastructural 
bottlenecks like power, transport, etc.; (iv) hikes in oil prices in 1974 
and 1979 which led lo considerable industrial dislocation and severe 
balance of payments difficulties; (v) deceleration in the growth rate of 
public sector investment in real terms; and (w) constraints on private 
investment in the form of licensing, foreign exchange, taxation and 
credit policies. 

The principal causes on the demand side have been demand 
deficiency due to a significant decline in the scope of import 
substitution; inflationary pressures; and the failure to increase the 
incomes of the poor and erosion of the incomes of the lower-middle and 
middle classes leading to no new demand for manufactured consumer 
goods. 

As a result of these factors, industries in India have been suffering 
from imbalances between supply and demand. These imbalances aic 
reflected in the accumulation of inventories, low order books and a 
decline in waiting lists. 
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Another drawback of the pattern of industrial development in India has 
been underutilisation of industrial capacity. Capacity utilisation in 
certain industries has been as low as 25 per cent. This has been due to 
structural causes. From the outset, the process of industrial development 
has been based on import substitution and a closed economy accompa- 
nied by rigorous controls and licensing. The emphasis has been on the 
creation of large capacities in basic and capital goods industries on the 
presupposition of a rising demand for investment goods from the 
consumer goods sector. The latter did help in the early phase of 
industrialisation by import substitution but ultimately failed to create 
demand due to a fundamentally narrow domestic market. The export 
sector could not help because of input constraints and low technological 
level. The overall rate of technological progress in Indian industry was a 
mere 0.2 per cent per annum in the last two decades, the gap being more 
pronounced in the basic industry group. Industrialisation by import 
substitution is useful in the short run, but pursued as a long-term policy, 
it was bound to lead to sluggish demand for the products of capital 
goods industries. 

Further, the process of industrialisation has failed to absorb sufficient 
labour force in the secondary sector of the economy. In 1951, the 
percentage of labour force in industry was. 10.6 per cent of the total 
labour force. This figure had gone up to 11 per cent in 1960 and 13 per 
cent in 1980. Thus in the course of three decades, this sector has been 
able to provide additional employment by about 2 percentage points 
only to the labour force. This is indeed a dismal performance. 

Another important indicator of the pace of industrialisation is the 
change of the share of industry in the total national income of the 
country. In India, this share went up from 17 per cent in 1948 to 20 per > 
cent in 1960 and to 27 per cent in 1984. No doubt, there has been some 
improvement in this important indicator but it is still low. 

Despite the fact that India is regarded as one of the industrialised 
countries of the world, its pace of industrialisation has been uneven.The 
industrial sector has failed to contribute enough to the national income 
and to provide sufficient employment to the labour force. Further, there 
has been deceleration in the growth rate of industrialisation since the 
mid-1960s due to the supply-demand constraints. 

INDUSTRIAL POLICY 

Just after Independence, the Government of India announced its 
industrial policy in Aprii 1948. The aim was to have a mixed economy 
where the public sector and private sector were expected to operate side 
by side. In pursuance of this, industries were, divided into four 
categories: (a) exclusive Government monopoly in arms and ammuni- 
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tion, atomic energy and railway transport; ( b ) Government controlled 
new undertakings in coal, iron and steel, telephone, telegraphs, aircraft 
and ship-building, etc.; (e) basic consumer and capital goods industries 
under State regulation and control; and ( d) other industries under 
co-operative and private enterprise. This policy also underlined the role 
of cottage and small industries and of foreign capital in industrialising 
the Indian economy. 

This policy remained in operation for eight )cars but could make little 
impact on the industrial scene of the country because the First 
Five-Year Plan was a modest one. especially with regard to investment 
in the industrial sector. 

In April 1956, the Government of India announced a new industrial 
policy which was necessitated by certain important economic and 
political developments in the country; the adoption of the Constitution 
of India in 1950 enunciating the Directive Principles of Slate Policy; the 
successful completion of the First Five-Year Plan, the acceptance by the 
Parliament of the Socialist Pattern of Society in December 1954; and 
the launching of the Second Five-Year Plan with emphasis on 
industrialisation. 

Industrial Policy Resolution of 1956 

The Industrial Policy Resolution of 1956 laid down the various 
objectives of the industrial policy which have since been incorporated in 
all the Indian Five-Year Plans for fulfilment. They arc (0 to accelerate 
the growth rate of the economy; (i7) to speed up industrialisation; (w) to 
expand the public sector; (rv) to develop heavy, basic and key 
industries; (v) to build up a cooperative sector; (vi) to reduce disparities 
in income and wealth; (wi) to prevent private monopolies and the 
concentration of economic power in the hands of a small number of 
individuals; (vhi) to undertake Stale trading on an increasing scale, and 
(«) to set up new undertakings and develop new transport facilities by 
the State. 

In pursuance of these objectives industries were classified into three 
categories. First, 17 industries were kept in the Schedule A which are 
the exclusive responsibility of the State They included arms and 
ammunition, atomic energy, iron and steel, heavy machinery, coal, oil. 
power, rail, transport, etc. Second. 12 industries were kept in Schedule 
D which would be progressively State-owned and the pnvatc sector 
would also supplement the effort of the State either singly or with State 
participation. They included aluminium and other non-ferrous metals, 
chemicals, drugs, fertilisers, road and sea transport, etc. Third, ail the 
remaining industries whose development was left to the initiative and 
enterprise of the pnvatc sector. 
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The above division of industries into three categories does not imply 
that they had been placed in watertight compartments. It was open to 
the State to- start any industry, not included in Schedules A and B. 
Similarly, the private sector was permitted to operate an industry falling 
under Schedule A. 

To encourage the private sector, the Government would provide 
financial assistance by fostering financial institutions, infrastructural 
facilities like transport, power, etc. and fiscal and other incentives. 
Where both private and public enterprises existed in an industry, the 
Government would give fair and non-discriminatory treatment to the 
private sector. 

The Resolution also laid down that the State would encourage cottage 
and small scale industries by restricting the volume of production in, the 
large scale sector by differential taxation and by direct subsidies. It also 
envisaged to improve the competitive strength of these industries by 
improving and modernising the techniques of production. 

For the economy as a whole to benefit from industrialisation, the 
Resolution emphasised the reduction in disparities in the levels of 
development between different regions. For this purpose, transport and 
power facilities would be provided to areas which lagged behind 
industrially. The Resolution emphasised balanced and coordinated 
development of the agricultural and the industrial economy of each 
region for providing larger employment opportunities and attaining 
higher standards of living. 

The Resolution further emphasised on the provision for technical and 
managerial personnel for the expansion of the public sector and for the 
development of cottage and small-scale industries. For this purpose, it 
recognised the importance of providing training facilities in universities 
and other technical institutions and apprenticeship schemes in private 
and public enterprises. 

The Resolution recognised the need for maintaining industrial peace 
and for this stressed the role of labour with management and of 
improving the working conditions of workers and raising their efficien- 
cy. It expected public enterprises to set an example in this respect. 

The Resolution stressed decentralisation of authority in State 
enterprises and their management along business lines so that they 
augmented the revenues of the State and provided resources for further 
development in new fields. 

Lastly, it emphasised the role of foreign capital in India’s economic 
development as enunciated in the Industrial Policy Resolution of 1948. 

Its Critical Appraisal. The Industrial Policy Resolution of 1956 has 
been hailed as the “economic constitution” of India. It was the moving 
spirit toward industrialisation in the policy framework of the Second, 
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Third and Fourth Plans. Consequently, it was instrumental in expanding 
both the public and private sectors side by side. 

However, its implementation and results left much to he desired. 
First, there was no mention of the role of foreign private investment in 
the Resolution with the result that multinational corporations continued 
to thrive on the liberal policy of the Government. Second,* the 
Government faded to implement the Resolution pertaining to the small 
scale sector. Many industries were reserved for the small scale sector but 
large scale industries manufacturing the sjmc products were allowed to 
operate side by side. Third, it failed to prevent concentration of 
monopoly and economic power, and reduce regional disparities. 
Fourth, there were frequent strikes and other labour problems which 
failed to bring industrial peace. Lastly, this policy led to the setting up of 
high-cost capital intensive and import-substitution, industries which 
resulted in underutilisation of capacity due to input and consumer 
demand constraints. 

Industrial Policy Statement of 1973 

1 The Industrial Policy of 1956 continued to operate till the end of the 
Fourth plan Rut it was amended on the eve of the Fifth Plan by the 



Schedule A of the Resolution of 1956. The public sector wa> a.v' 
required to make a significant contribution to the expansion of cJpaoo 
in essential consumer goods industries like cement, pjper dre.C' 
pharmaceuticals and textiles. The cooperative sector and ^ 
medium industries were to be further encouraged and av-a-icd ~ 
development of additional capacity in agro-industries and *' v - 
sumption goods. 

Large industrial houses with assets of not less than R> ^ en.v,"' wo c 
allowed to participate in and contribute to the establishment cc ;.V -\\x 
industries, industries having linkages with such core - v ‘ 

industries with a long-term export potential A fist of all such CV' 
classified under 19 groups was given in Appendix 1 of the statement. 

For the first time, a clear cut policy with regard to foreign concent' 
and subsidiaries and branches of foreign companies was laid down. A 
such companies were made eligible to participate in the group 
industries specified in Appendix I but were ordinarily exclude'' 
other industries They were to be on the basis of foreign c* 
with Indian entrepreneurs in the fields of equity capital, 
technology. 
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The role of the joint sector was reiterated. But each proposal for a 
joint sector enterprise was to be judged and decided on its merits in the 
light of Government’s social and economic objectiv.es. The joint sector 
was also to play a promotional role in guiding new and medium 
enterprises in establishing priority industries. 

Its Critical Appraisal. The Industrial policy Statement outlined above 
was intended to give a further fillip to the pace of industrialisation. 
Restrictions were placed on big houses to start new industries and the 
role of cooperative, small, medium and joint sectors was widened. 
Foreign collaboration in Indian industry was more clearly defined. 
Though the 1973 Statement was in conformity with the MRTP Act of 
1969, yet it failed to curb the entry to big houses into other industries, 
thereby enhancing monopoly power. This was the outcome of the policy 
of liberalising industrial licensing, delicensing 21 industries, and 
permitting monopoly houses and foreign enterprises in 30 other 
industries to expand beyond the licensed capacity in Industrial Licensing 
Statements of 1974 and 1975. This Statement did not specify anything 
about the removal of regional disparities and the setting up of industries 
in backward areas by industrial houses. 

Industrial Policy Statement of 1977 
The Janata Government in its short tenure made a new Industrial 
Policy Statement in December 1977 in order to accelerate the pace of 
industrial development, to rapidly increase the levels of employment, 
productivity and income of industrial workers and to have a wide 
dispersal of village and small industries. 

The policy could not be implemented for long because the Janata rule 
lasted a short while. This, however, does not mean that this policy went 
to the drain and did not make any impact. District Industries Centres 
and tiny units have come to stay and so have been the dilution of foreign 
equity to 40 per cent under the FERA and the policy toward sick units. 

Industrial Policy Statement of 1980 
With the coming of Indira Government at the Centre in January 
1980, a new Industrial Policy Statement was made in July 1980. The 
1956 Resolution forms the basis of this statement. The salient features 
of the new policy are: 

Revival of the Economy. It states that the first task of the Government 
is to revive the economy inhibited by infrastructural gaps and 
inadequate in performance due to vicious circle of shortages of major 
industrial inputs like energy, transport and coal. 

Set of Pragmatic Policies. A set of pragmatic policies is 
needed in order to remove the lingering constraints to industrial 
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production, and to act as catalysts for faster growth m the coming 
decade within the following socio-economic objectives: (i) Optimum 
utilisation of the installed capacity; (w) maximising production and 
achieving higher productivity; (m) higher employment generation; (») 
correlation of regional imbalances through a preferential development 
of industrially backward areas; (v) strengthening of the agricultural base 
by according a preferential' treatment to agro-based industries and 
promoting optimum inter-sectoral relationship; (vi) faster promotion of 
export-oriented and import substitution industries; (i/i) promoting 
economic federalism with an equitable spread of investment and the 
dispersal of returns amongst widely spread over small but growing units 
in rurjl as well as urban areas; and (vj/i) consumer protection against 
high prices and bad quality. 

Revamping the Public Sector. The new policy lays emphasis on 
improving the performance of the public sector for generating surpluses 
and employment for further growth of the economy. For this, the 
efficiency of public scctpr undertakings will be revived by closely 
examining them on a unit-by-unit basis 3nd by providing dynamic and 
competent management. Emphasis will be placed on developing 
management cadres in functional fields such as operations, finance, 
marketing and information system. 

Role of the Private Sector. The Government will pursue the goal of a 
vibrant self-reliant and modern economy in which all sectors and 
segments have a positive role to play. In this context, the Government 
recognises the need to allow the private sector to develop in consonance 
with the targets and objectives of national plans and policies but shall 
not permit the growth of monopolistic tendencies and concentration of 
economic power and wealth in a few hands. 

Economic Federation. The new policy lays down that it will be the 
endeavour of the Government to reserve the trends towards creating 
artificial divisions between small and large scale industry under the 
misconception that their interests arc essentially conflicting As a step 
towards integrated development, it proposes the concept of economic 
federalism with the setting up of a few nucleus plants in each district 
identified as industrially backward, to generate as many anciltarics and 
small and cottage units as possible. 

Nucleus Plants. The Policy has introduced the concept of nucleus 
plants. A nucleus phnt is one which will concentrate on assembling the 
products of the ancillary units falling within its orbit on producing the 
inputs needed by a large number of smaller units and making adequate 
marketing arrangements. The nuclei will also ensure a widely spread 
pattern of investment and employment and will distribute the benefit* ^ 
industrialisation to the maximum possible The nucleus plants wdl aho 
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work for upgrading the technology of small units. 

Industrially Backward Areas. The nucleus plants in industrially 
backward districts will generate a spreadout network of small scale units 
and help the faster growth of small scale units. Such a two-way traffic . 
will create an ancillarisation effect in terms of larger employment. In 
between the nucleus large plants and satellite ancillaries, the Govern- 
ment will promote a system of linkages for an integrated industrial 
development. The Government will also evolve a scheme of phased 
development of industrially backward areas through ancillarisation. 

Redefining Small Units. In order to boost the development of small 
scale industries and to ensure their rapid growth, the investment limit in 
the case of tiny units has been increased from Rs 1 lakh to Rs 2 lakhs, of 
small scale units from Rs 10 lakhs to Rs 20 lakhs; and of ancillary units 
from Rs 15 lakhs to Rs 25 lakhs. This is intended to eliminate the 
tendency to circumvent the present limit by understating the value of 
machinery and equipment, falsification of accounts or resort to ‘benami’ 
units. This will also help in modernisation of many of the existing small 
scale units. 

Financial Support. One of the major constraints to the growth of the . 
decentralised sector has been the difficulties of finance experienced by 
entrepreneurs in small, cottage and rural sectors. Although an adequate 
network of institutional finance exists, there is need for coordinating the 
flow of short-term and long-term capital. The new policy aims at 
strengthening the existing arrangements and evolve a system of 
coordination to ensure the flow of credit to the growing units. 

Buffer Stocks of Essential Inputs. In order to assist the growth of small 
scale industry, a scheme for building of buffer stock of essential inputs 
will be introduced. Special needs of States which rely heavily on a few 
essential raw materials will receive priority. 

Marketing Support. Existing policies regarding marketing support to 
the decentralised sectors and reservation of items for the small scale 
industries will continue in the interest of the growth of the small scale 
industries. 

Village Industries. The new policy also aims at promoting such a form 
of industrialisation in the country which can generate economic viability 
in the villages. For this, suitable industries in rural areas will be 
established to generate higher employment and per capita income for 
the villagers without disturbing the ecological balance. Handlooms, 
handicrafts, khadi and other village industries will receive greater 
attention to achieve a faster grwoth rate in villages. 

New Focal Points. In order to generate higher product and employ- 
ment, the policy emphasises on the creation of new focal points of 
industrial growth which have the maximum effect on the quality of life. 
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TTiey will be based essentially on the utilisation of the local materials 
and the locally available man-power. The Government will encourage 
both private and public investment towards this direction which will also 
promote a network of spreadout ancillaries. 

Correcting Regional Imbalances. To correct regional imbalances 
which have been accentuated in the past, the policy stresses the 
encouragement of dispersal of industries and setting up units in 
industrially backward areas. Such special concessions and facilities will 
be offered for this purpose which will be growth-and performance- 
oriented. 

Additional Capacities. The new policy emphasises the need for 
recognising the additional productive capacity of industries of national 
importance of those producing articles of mass consumption on a 
selective basis. 

Automatic Growth. In 1975, the Government had permitted 15 
selected industries for automatic expansion, limited to 5 per cent per 
annum or 25 per cent in a five-year, plan penod or in one or more stages 
This was in addition to the normal permissible expansion in production 
by 25 per cent of the approved capacity The policy extends this facility 
to the entire fist of 19 industries included in Appendix 1 of the Industrial 
Policy Resolution of 1973 as also to 15 other industries, some of which 
produce items of mass consumption. 

Export-Oriented Units. Realising the importance of industrial exports 
for a favourable balance of trade, the policy provides for sympathetic 
consideration of requests for setting up 100 per cent export-onented 
units. 

Advanced Technology and Large Capacity. In order to increase the 
competitiveness of Indian industry in foreign markets, the policy 
proposes the induction of advanced technology and creation of Ijrgc 
capacity. Such a policy is meant not only to encourage exports but also 
to enable the industry to produce better quality products at lower costs 
which ultimately benefit the consumer in terms of price and quality 

Research and Development. The new policy also proposes that the 
industry must earmark substantial resources for R and D. to constantly 
update technologies with a view to optimal utilisation of scarce 
resources, better service to the consumer and achieving greater exports 
There is the need for greater emphasis on the latest R and D to (he 
medium and small scale units. 

Transfer of Technology. The Government will take active measures to 
facilitate the transfer of technology from efficiently operating units to 
new units. Companies having well-established R and D misations 
and having demonstrated their ability to absorb, adapt. . vmnatc 

modem technology will be permitted to import such lit will 
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increase their efficiency and cost-effectiveness. 

Modernisation Packages. The policy proposes ‘modernisation pack- 
ages’ for each industry which will include appropriate location and opti- 
mum use of energy, and the adoption of the right kind of scale and techno- 
logy in order to minimise costs and improve efficiency in the use of scarce 
materials. The Government’s endeavour will be to ensure that the 
process of modernisation percolates down to small units and villages. 

Energy Utilisation and Ecological Balance. The Government will give 
special assistance, including finance on concessional terms, for such 
industrial processes and technologies as would aim at optimal utilisation 
of energy or the exploitation of alternative sources of energy. Similarly, 
activities which have a direct bearing on and contribute to improved 
environment and reduce the deleterious effects on pollution of air and 
water will also be made eligible for special assistance on appropriate 
terms. In order to preserve ecological balance, new industrial undertak- 
ings will not be permitted within the limits of urban centres and steps 
will be taken to prevent the growth of industry in the metropolitan cities 
and larger towns. 

Streamlining Licensing Procedures. The new policy proposes to speed 
up the process of examination and decision-making and also to examine 
the possibilities of further rationalisation and simplification of industrial 
licensing procedures. 

Monitoring System and Data Bank. The policy also proposes that in 
future the agencies connected with the issuance of letters of intent/ 
industrial licences will not merely concern themselves with letters of 
intent/industrial licences but will also evolve a comprehensive system of 
monitoring the implementation of the scheme. For this purpose, it is 
proposed to build up a data bank on the progress of various 
licensed/registered investment schemes. The objectives of the data bank 
will be to have, in respect of all major investment proposals, 
information regarding the progress in respect of the import of capital 
goods, the status in regard to the application over terms lending and the 
physical implementation of the scheme. 

Sick Units. The policy proposes to deal firmly with cases of deliberate 
mismanagement and financial improprieties leading to sickness. To 
ensure this, a checklist will be introduced to serve as an early warning 
system for identifying symptoms of sickness. In the case of existing sick 
units which have the potential for revival, the Government will 
encourage their merger with healthy units which are capable of 
managing the sick units and restoring their viability. For this purpose, 
the existing tax concessions under Section 72 -A of the Income-tax Act 
will be made more liberal. Only in exceptional cases on grounds of 
public interest, the sick units will be taken over by the State 
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Governments. 

Industrial Relations. The policy proposes to revive the tripartite 
labour conference and hopes that through an attitude of mutual 
understanding and constructive cooperation, it will be possible to 
establish higher standards of productivity and industrial harmony. 

Industrial Pricing. The new policy expects the industry to recognise 
and accept its social responsibility particularly in terms of maintaining 
the price fine, avoiding hoarding and speculation, and maximising 
production on an efficient basis. It proposes a dialogue with the industry 
to ensure that within a stipulated period of time, the prices arc 
rationalised to the benefit of the consumer. 

District Industries Centres. This policy proposes to dispense with 
district industries centres. The Resolution observes that the Govern- 
ment has reviewed the scheme of DIC which has not produced benefits 
commensurate with the expenditure incurred. The Government, there- 
fore, proposes to initiate more effective alternatives. 

Its Critical Appraisal. The new industrial policy statement Is a very 
comprehensive document vyhich tries to cover almost every aspect of the 
Indian economy relating to industry. It Ia>s emphasis on the social 
objectives and outlines a set of pragmatic policy in their light for faster 
growth in the coming decade. It spells out a number of positive steps to 
encourage and improve the performance of the private sector such as 
automatic growih of capacity, rcgulansation of excess capacity liber- 
alisation of licensing and simplifying licensing procedures, provision of 
modem packages, import of advanced technology, and provision for R 
and D. It emphasises merger of sick units with hcahhy ones and docs 
not favour their nationalisation. Keeping in view the dismal perform- 
ance of the public sector, it is sought to be revamped through better 
management. Raising the investment limits in the case of tiny, small and 
ancillary units is a recognition of cost realities Creation of a buffer stock 
of critical inputs for small industries is a step in the right direction- 
Recognising global energy crisis, the policy stresses the importance of 
energy utilisation, pollution control and ecological balance 

But critics arc not lacking in describing the new industrial policy e 
‘‘negative" and "evading the critical issues 

First, the regulation of excess capacity favours the Indian mcc- '' 
houses and multinational corporations In the majority of cno- ' 
installed excess capacity or actual production had been ' 
double the licensed capacity. 

Second, the new industrial policy is contradictory On the " * 
raises the limit on the utilisation of industrial capacity ferut- 
sector and on the other hand, it insists that monopoly he=>>'*‘ 
be allowed to grow. 
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Third, the redefinition of small scale units is a recognition of cost 
realities but it will in no way contribute to curbing ‘benami’ ownership 
as claimed by the Statement since it has been caused by other factors. 
However, the benami issue goes strictly beyond the scope of industrial 
policy. Its incorporation in the paper merely diffuses its focus. 

Fourth, the issue of economic pricing of various goods produced in 
the public and private sectors has been neatly skirted by reference to the 
need of price stability. An element of differentiation by sub-sectors is 
required to work out an average level of relatively stable prices. This 
would require a clear appreciation of social priorities. This is singularly 
absent in the Statement. 

Fifth, the policy proposed the abolition of District Industries Centres 
without establishing and assigning the reasons of their failure. Instead, it 
advocated the setting up of nucleus plants. Perhaps the Government 
realised the utility of the DICs and has wisely thought of not abolishing 
them. Rather, they have been strengthened and modified. But there is 
no trace of the nucleus plants so far. 

Last but not the least, the new policy is unrelated to the socio- 
economic objectives it professes to follow. The industrial investment 
and production have been moving away from meeting the basic needs of 
the people. The economy has been faced with shortages in the essential 
and basic consumer goods needed by the masses. But there has been no 
dearth of goods consumed by the elite. In fact, the increase in their 
production has been more than proportionate to the increase in the 
overall industrial production. The critertion for industrial production 
should be the increased availability of goods for mass consumption. The 
new industrial policy ignores this vital aspect. 



Chapter 69 

REGIONAL DISPARITIES AND BALANCED 
REGIONAL DEVELOPMENT 


INTRODUCTION 

Every country, whether developed or underdeveloped, has economical- 
ly advanced and backward regions. Instances arc not lacking when a 
country is divided into regions based on linguistic or racial differences as 
in the ease of India and Belgium. Still others arc divided on the basis of 
natural factors such as m Peru, Columbia and' Equador where the 
country is divided into coastal, forest and mountainous regions. Holland 
is simply divided into western and eastern region. For the purpose of 
our study, we shall have an economic division of region in India— rich 
and poor or advanced and backwjrd. 

The idea of regional development originated with Stalin Stalin 
wanted to develop each economic region in the Soviet Russia tn suth * 
way that in the event of an invasion, the occupation of any region hv the 
capitalist powers might not cripple the economic power of the count" 
So strategic considerations prompted Stalin to develop all 
equally. It was the German bombardment during the Second 
War which led to the dispersal of industries in England and 
was focused on the development of backward areas Earlier tn 
Commission in 1937 and the PEP (Political and Economic^ fjt>> J( , 
group in 1939 had stressed the need for dispersal of il»i< 

backward areas. As a matter of fact, all developed country* ^ fu „,,i 
backward areas and pay attention towards their devetop'^ | V „n* ... 
attempt to develop a backward area in Anien*-' H 
Valley. 


Meaning ^ <v , M l s i v u \\V W 

Before we spell out the meaning of ^ Itulmi T' 1 

is essential to clanfy the term *reg> V) \\ \*\\ [\VW l 

means a Stale vwlhin the Union .'t „„ 

basts. But for the purpo* of ,'t J™' 

backward area w„h * ^ 

northern Bengal or devn •' ' ,v 1 ,, 

t» • « , v , lyrtkd lit ll(i lV*U r>ll»l{ t Hit** 

Haryana. A region cuv ibu' N y * y M 
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State — it may be a district, a town or a village. 

Balanced regional development does not mean equal development or 
regions in the country. It simply implies the fullest development of the 
potentialities of an area according to its capacity so that the benefits of 
overall economic growth are shared by the inhabitants of all the regions. 
Balanced regional development does not mean self-sufficiency in each 
State or region. Neither does it mean equal level of industrialization nor 
a uniform economic pattern for each State. Rather, it means widespread 
diffusion of industry in backward areas so far as it is economically' 
feasible. The ultimate aim is to raise the living standards of the people in 
backward regions to those of the advanced. It may be through the 
development of agriculture, industry, trade and commerce. According 
to Mumford, it is “a problem of increasing habitability — a problem of 
social and economic renewal.” 


Need for Balanced Regional Development 

Balanced regional development is essential for the following reasons 
in underdeveloped countries. 

1. To Minimise Backwash Effects. Underdeveloped countries are 
characterized by regional differences in income and employment. 
According to Professor Myrdal, 1 the main cause of regional inequalities 
has been the strong backwash effects and the weak spread effects in such 
economies. The genesis of regional inequalities has a non-economic 
basis which is associated with the capitalist system guided by the profit 
motive. The profit motive results in the development of those regions 
where the prospects of profit are high while other regions remain 
underdeveloped. Myrdal attributes the phenomenon to the free play of 
market forces. The latter tend to concentrate economic and social 
overheads in certain regions leaving the rest of the country in a 
backwater. These inequalities are accentuated by migration, capital 
movements and trade. Migration of young and active people from the 
backward regions will favour the advanced region and depress economic 
activity in the former; capital will move into the developed regions 
thereby creating capital shortage in the backward. The development of 
industries in former regions may ruin the existing industries of the latter 
regions. So the backwash effects being stronger thqn the spread effects, 
regional inequalities are accentuated. Thus the need in underdeveloped 
countries is to minimise the backwash effects through the deliberate 
State action for a balanced regional development. 

2. To Rapidly Develop the Economy. Balanced regional development 
is essential for a rapid development of the economy because the 


Refer to the Chapter on the Myrdal Thesis for a detailed account. 
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progress of the enure economy depends on the development of all 
regions in keeping with their (actor endowments. As has been aptly pur. 
"The progress of the national economy will be reflected in the rate of 
growth realized by different regions ‘and, in turn, greater development 
of resources in the regions must contribute towards accelerating the rate 
1 of progress for the country as a whole." 

3. To Develop the Economy Smoothly. Balanced regional develop- 
ment helps in the smooth development of the economy. If all regions arc 
equally developed they can be mutually helpful to each other. If, 
however, there arc regional inequalities, the low levels of income in the 
backward regions will retard the development of the developed regions 
due to lack of adeqaute demand for the products of the latter. Moreover, 
balanced regional development also avoids transports and supply 
bottlenecks and minimise inflationary pressures within the economy. 

4. To Develop and Conserve Resources. Balanced development of 
each region helps to develop its resources to the maximum extent. In the 
words of Dr R. Balakrishna, "The aim of regional development should 
be to secure maximum efficiency in the utilisation of available 
resources.” 2 Moreover, when a region develops its resources, at the 
same time, it avoids their destructive use. The establishment of varied 
industries leads to the fuller utilisation and conservation of the mineral, 
forest, agricultural and human resources of the region. 

5. To Maintain Political Stability. Balanced regional dev clopmcnt is 
needed to maintain political stability in the country. If there are regional 
disparities in income and wealth, they arc the greatest source of danger 
to national solidarity. This is what led to the formation of Bangladesh as 
an independent sovereign country. Thus the need to develop all regions 
equally stems from political and national solidarity 

6. To Defend the Country. Regional development is essential for a 
proper defence of the country from foreign attack If all regions arc 
equally developed and there is widespread dispersal of industries, the 
country can face all and attacks without disrupting us war efforts On 
the other hand, development of a few areas and concentration of 
industries, in them will bnng the entire economy to a stand-still m the 
event of their destruction by the enemy Thus balanced regional 
development is essential for national security and defence. 

7. To Overcome Social Evils. Regional development helps in over- 
coming social evils associated with the localisation of industries in big 
towns and cities. In such industrial centres, there is over-crowding, 
congestion and noise which undermine the health and efficiency of tie 
inhabitants. Cost of living being high, such centres breed poverty**^ 


i Regt002i limning in Jt jUu, p 73 
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increase discontentment among the masses. Therefore, the need arises 
for balanced regional development to avoid these social evils. 

8. To Promote and Secure Larger Employment Opportunities. Re- 
gional inequalities lead to low income, employment and output levels in 
underdeveloped countries. With the dispersal of industries in different 
regions the development of infrastructure in backward regions will not 
only promote but also secure larger employment opportunities, in all 
areas thereby increasing their per capita output and income. 

Regional DRoarities and Development Policies in India 

The importance of balanced regional development has not been 
properly emphasized in India since the planning era started, in the First 
Plan, it was mentioned that the rate and pattern of development would 
take due “considerations of regional balance and sustained growth.” 
But due to the limitation of resources no deliberate effort was made to 
correct regional disparities. 

During the First Plan, regional disparities must have increased 
because there was wide gap in the per capita development expenditure 
of States like Mysore (49), Bombay (42), West Bengal (29.4), Orissa 
(12.4), Bihar (15.1), Rajasthan (15.5), Uttar Pradesh (17.6) and 
Madhya Pradesh (19.6). 

The Second Plan emphasized the need for balanced regional 
development when it observed “that disparities in level of development 
between different regions should be progressively reduced.” Further, 
“in any comprehensive plan of development, it is axiomatic that the 
special needs of the developed areas should receive due attention. The 
pattern of investment should be so devised as to lead to balanced 
regional development.” A number of programmes were included in the 
Second Plan for reducing regional disparities. These were: (i) the 
provision for power, water supply, transport, irrigation facilities in 
backward areas; (ii) programmes for the expansion of village and small 
industries in such areas; and (///) the location of new enterprises in 
keeping with the need for developing a balanced economy. 

In pursuance of this policy, small and village industries were 
encouraged and industrial estates were located near small towns. A 
number of industries were located in backward regions of Rajasthan, , 
Andhra Pradesh, Assam, Madhya Pradesh, North Bihar, Orissa and 
Tamil Nadu. But the Second Plan only touched the fringes of the 
problem of regional disparities. Despite the highest share of Central 
contribution to the State plans of Orissa (89.5 per cent), Madhya 
Pradesh (75 per cent) and Rajasthan (74 per cent) their per capita 
incomes were Rs 226, Rs 274 and Rs 271, respectively, much lower than 
the all India level of Rs 309 at current prices. So the Plan failed to 
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reduce regional disparities. 

The Third Plan devoted a separate chapter to balanced regional 
development. The Plan Report, pointed “Balanced development of 
different parts of the country, extension of benefits of economic 
progress to the less developed regions and widespread diffusion of 
industry are among the major aims of planned development." To 
remove regional disparities, the Plan aimed at the expansion of power, 
transport, irrigation, education and training facilities and the develop- 
ment of village and small industries. Some backward areas in different 
States were given special consideration for location of industries. In 
assessing the needs and the problems of backward areas such factors “as 
population, area, pressure on cultivated land, extent of commitments on 
account of large products, and the state of technical and administrative 
services available" were taken into account. Efforts were also made to 
set up ancillary industries in those areas where large projects were set 
up. 

But despite these measures, the Third Plan failed to solve the 
problem of regional disparities. No doubt with development, per capita 
income of the States at current prices increased, but the gap between the 
richest and the poorest continued to be of the same magnitude. 
Maharashtra gave away the first position to Punjab which has continued 
to enjoy this position since then. Haryana took the place of West 
Bengal, while Tamil Nadu and Andhra Pradesh interchanged their 
places. Bihar continued to be at the bottom The mam reason for 
Punjab, Haryana and Andhra Pradesh to gain positions had been the 
rapid increase ip their agricultural productivity and the starting of new 
enterprises, especially small industries. In the ease of other developed 
States, little had been achieved m the sphere of dispersal of industries 
The natural tendency for new enterprises and investments to gravitate 
towards the already prosperous areas continued to persist 

The Fourth Plan had been more realistic ui its approach to the 
problem of regional disparities. The Plan devised a triple formula for 
removing regional imbalances: first, weightage on the allocation of 
Central assistance; second, location of central projects in backward 
areas; and third, adjustment in the procedures and policies of financial 
institutions so as to provide concessions to small and medium industries 
in backward areas. The Fourth Plan approach to the development of 
backward areas was carried forward in the Fifth Plan. 

The Sixth Plan , 19SO-85, emphasised the need for continuing existing 
policies for removing regional disparities. In addition, the Plan 
recommended: (i) Diffusion of skills and technology to backward areas 
so as to increase productivity, (u) Strengthening of the weak resource 
base of such areas by specific programme* for their development, (hi) 
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Such area-development special programmes wouild be dovetailed with the 
overall development plan of the state in order to make them cost 
effective, (iv) Evaluation and modification of Central and State 
investment and incentive schemes relating to private entrepreneurs such 
as concessional finance, seed/margin money, tax reliefs, investment and 
interest subsidies, etc. (v) To strengthen the arrangements for area 
planning so as to enable financial institutions, commercial banks and 
cooperatives to increase substantially their lending in backward regions 
in agriculture and allied activities as well as for village and small 
industries. Lastly, the recommendations of the NCDBA (National 
Committee on Development of Backward Areas) were to be consi- 
dered, modified and introduced. 

Estimates of Regional Disparities 

Two recent studies again confirmed that in India regional imbalances 
continued to persist despite the Government’s positive approach to this 
problem. The Economic and Scientific Research Foundation showed 
that over the decade 1960-61 to 1970-71 agricultural income from crop 
production registered a very high growth rate in the case of already 
developed States, while it had not been very encouraging in some other 
States. The national average agricultural income over the period 
(1960-61 to 1970-71) showed an increase of 142.6 per cent. Punjab 
topped with a growth of 224.2 per cent, followed closely by Haryana 
with 223.5 per cent, Gujarat 203 per cent, and Rajasthan 200 per cent. 
The rate of increase in Mysore, Orissa, J and K and Kerala was also 
more than the national average, while all the other States were below 
the national growth rate of agricultural income. 

Another estimate has been made by the Economic Times 2 regarding 
the spread of poverty in different States. It revealed that nine States had 
more than 48.13 per cent (all India average) of their population below 
the poverty line in 1977-78. These were Orissa, Tripura, Madhya 
Pradesh, Bihar, West Bengal, Tamil Nadu, Assam, Uttar Pradesh and 
Karnataka. The richest State Punjab with per capita Net State Domestic 
Product of Rs 2,278 had the lowest 15.13 per cent of its population 
below the poverty line, followed by Haryana (24.84 per cent). 

Protessor Raj Krishna in his G.L. Mehta Memorial Lecture (May 
1980), entitled, The Centre and the Periphery, groups inter-State 
disparities into six categories: (1) indices of income, poverty and 
unemployment; (2) agricultural indicators; (3) industrial indicators; (4) 
infrastructure indicators; (5) social service indicators; and (6) resource 
allocation indicators. His factual findings reveal that 72 per cent of the 
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total poverty population is concentrated in seven major States: UP, 
Bihar, West Bengal, MP, Maharashtra, Tamil Nadu, and Andhra 
Pradesh. These States also contain two-thirds of the total pool of 
unemployment in the country On the other hand. States having a 
relatively high per capita income have a low poverty ratio, and vice 
versa. Thus, for instance the per capita income in Punjab is nearly 2te 
times the per capita income in Bihar, and the poverty ratio in Bihar (55 
per cent) is 2'/i times the poverty ratio in Punjab (22 per cent) Raj 
Krishna concludes on the basis of a number of studies that inter-state 
income disparities showed a small decline in the 1950’s, but in the t960’s 
and early 1970’s disparities had been on the increase 

Such agricultural indicators as the growth rate, farm output, 
consumption of fertilisers, net area sown, and minor, medium and 
major irrigation potential show that their growth has been extremely 
disparate among States Further, poor Statc/r arc not poor because of 
their poor endowment of natural resources but due to the insufficiency 
of investments 

Only two indicators go to prove inter-state disparities in the industrial 
field. They arc the vjluc added by manufacture jscr capita (VAMP) and 
the proportion of workers manufacturing (PWM) Of all the Slates, 
Bihar is the most backward State in terms of these indicators VAMP in 
1976-77 was the lowest (Rs 78) and so was the PWM (5 per cent), 
despite the fact that the highest percentage (25 per cent) of aggregate 
Central investment in the form of public enterprises was located m the 
State, as at the end of March 1978 On the other hand. States like 
Maharashtra, Gujarat, West Bengal, and Punjab have high VAMP and 
PWM, while the share in Central investment in these Stales is extrcmelv 
low. 

The infrastructure and social service indicators also reveal that there 
are extreme inter-state disparities in the availabilitv of water, power 
transport, health, education, etc States like Bihar. MP. Rajasthan'and 
UP bek in these social sen ices and hence they arc backward as 
compared to Maharashtra. Gujarat. West Bengal Punjab Andhra 
Pradesh, Tamil Nadu and Haryana 

Raj Krishna concludes. “There is growing evidence to show that 
inter-regional (inter-state and mtra-statc) disparities in various dimen- 
sions of development have remained undimmishcd in spite of consider- 
able overall development over the last three decades The States arc 
getting grouped into “bhadralok" and “shudra" Slates m respect of their 
levels and rales of development In United Nations terminology, a 
serious “North-South" problem is emerging within the country, though 
in view of the map of areas identified as “backward" it would he belter 
to call it the “Centre- periphery" problem rather than the N '. uth 
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problem. For most of the least’ developed areas lie in the heartland; 
while most of the outlaying areas seem to be less deprived.” 

Policy Measures 

As a first step, there should be demarcation of backward regions 
using uniform criteria for an objective assessment of the problem of 
regional disparities and to remove complaints of a step-motherly 
treatment by the centre. 3 

Second, adequate funds should be made available by the Centre to 
the States for the development of backward areas after studying their 
need and importance. The responsibility of developing the areas should 
be entirely left to the States except in the case of very large projects 
entailing huge investments. 

Third, there should be separate development programmes for each 
region, after their techno-economic surveys. For instance, in the 
backward regions of UP and Bihar plains where densities of population 
exceed 1,000 per square mile but agriculture is stagnant and there are 
hardly any mineral resources, the development programmes should 
spread from' technological breakthroughs in agriculture and water 
management including flood control and improvement of transport and 
communications, and of social and institutional reforms. While in 
regions like famine-prone western Rajasthan which have severe 
environmental handicaps and limited developmental potentials, the 
programmes should train the local youth for emigration to adjoining 
regions of better economic opportunity'where projects for the develop- 
ment of natural resources can be started. A number of large projects 
have been started in the country since the First Plan on the basis of 
techno-economic efficiency. But in recent years political pressures have 
led to the setting up of large projects in non-optimal locations without 
any regard to the costs involved. The only consideration has been F. 
Perroux’s “growth pole” concept. In such situations, regional growth 
effects of large projects should be carefully studied before embarking 
upon them. 4 

Fourth, to develop backward regions industrially, the Third Plan and 
the Fourth Plan emphasised the need for the establishment of industrial 
estates and Industrial Development Areas where basic facilities like 
power, water, transport, communications, etc., should be provided, and 
loan concessions and subsidies given to the entrepreneurs willing to start 


4 por further details refer to chapters on Poverty in India and Inequalities in India 
V 'bf a ‘ wt RC8i ° nai DcVelopmem Policics ” Economic and Political Weekly, Special 
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projects in backward areas. This was also sought to be achieved through 
refusal to issue licences in metropolitan areas. The NCDBA reveals in 
its Report that: (a) the existing policy for industrial dispersal of Central 
investment subsidy and of concessional finance has benefited a small 
number of districts, mostly in close proximity to relatively developed 
industrial centres; (6) with a few exceptions the industrial estate 
programme has not helped relocate industries away from developed 
areas; (c) licensing policy is only a negative instrument and cannot by 
itself promote industrial development in backward areas, and (d) the 
availability of concessional finance and subsidy has been a significant 
motivating factor in persuading entrepreneurs to locate their units in 
backward districts. The Committee has rccommcncded a policy of 
encouraging location of industry in suitable growth centres with due 
weightage for such centres in industrial backward Stales It has also 
suggested the establishment of an Industrial Development Authority in 
such selected centres which will work on a commercial basis to provide 
the necessary infrastructure and to clunnel development funds which 
might be allocated by Central or State Governments 

Fifth , moreover, such a policy of industrial locations should be 
modified m the light of the techno-economic changes that arc taking 
place in transport, communication, generation and distribution of 
power and industrial organisation These changes have widened the 
concept of industrial locations Industrial centres are fed daily by 
workers coming from far away places with the development of road and 
rail transport. Power is now transmuted over regional or national grids 
“As a result, most industries have become foot-loose and regional 
location has acquired greater importance than side location " More- 
over, the large land requirements or big plants induce most industries to 
seek locations in the peripheral areas outside ihc cities At the same 
time, tendency persists for industries to be located near large cities 
because they can take advantage of entrepreneurial, professional and 
labour skills, and of proximity to markets Bui despite environmental 
and organisational difficulties of Mich locations, giant industrial com- 
plexes known as magalopoliciscs' have emerged at Delhi. Bombay. 
Calcutta and Madras. All this necessitates a new industrial location 
policy whereby large industrial estates should be set up near small towns 
in backward areas and all facilities arc provided initially by the State 
Snth, there should be an integrated programme for the development 
of village and small industries in backward areas Ibe State should 
provide all basic facilities like power, water supply, transport, com- 
munications, training institutions, finance, etc In the initial stage, 

*iNJ 
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consumer goods and processing industries can be started, though 
manufacturing industries are not ruled out. Such a policy will help to 
provide larger employment opportunities to the people of the area. 
Punjab owes much to the development of small industries in backward 
areas. 

Seventh, as we have seen above, some of the most prosperous States 
in India like Punjab and Haryana have developed through rapid 
agricultural development. The backward regions of Bihar, UP, Madhya 
Pradesh, etc., can be developed through improved seeds, fertilizers, 
pesticides, and above all, by providing irrigation and credit facilities to 
farmers. Industrial development alone cannot remove regional dispari- 
ties. Agricultural development is more important in the rural-oriented 
economy of India, as has been amply demonstrated by the Green 
Revolution, which has increased the per capita incomes of a number of 
States considerably. 

Eighth, as recommended by the Working Group on Incentives for 
Industrial Development in Backward Areas, “Growing points” should 
be developed in backward regions. Such a policy envisages the setting 
up of urban estates which encourage commuting of workers to such 
towns from neighbouring villages. It will reduce construction costs, 
foster rural development through the flow of incomes earned from 
urban jobs and spread new ideas and knowledge of new production 
techniques and pattern of living. Growing points may also take the form 
of market towns in backward areas which may benefit the farmer by 
providing various inputs .for modernisation of agriculture, and facilities 
for marketing and processing of agricultural products and for distribu- 
tion of durable consumer goods. Punjab and Haryana lead in the 
establishment of such growing points by building urban estates, market 
towns, and mini secretariats throughout the States. Other States in India 
can take a cue from them and develop their backward areas. 

Ninth, Professor Raj Krishna suggests that the bulk of public 
investment should flow in providing infrastructure facilities to backward 
regions so that they may generate new employment and income-streams 
for the poor. "Besides an active infrastructure policy, the policy-mix 
needed for reducing inter-regional imbalances must comprise: (a) the 
creation of efficient planning and implementation systems at State, 
district and lower levels, with considerable decentralised powers, and 
(b) the devolution of much larger financial resources from the Centre to 
the States and from the States to districts/blocks.” 

The Dandekar Committee 6 on Removing Regional Imbalances 
appointed by the Maharashtra Government has recommended the 


’‘The Economic Times, 22 July 1984. 



Regional Disparities and Balanced Regional Dc > eloptnent 


751 


establishment of a statutory watch-dog authority to oversee the policy, 
programme and process of reducing regional disparities in development 
and to report every year. The Committee proposes that the package 
scheme’s of incentives must take into account the factor of distance and 
compensate sufficiently the areas lying further away for the disadvan- 
tage they suffer from. For the purpose of the package scheme of 
incentives, it recommends taluka, as the unit of classification. The 
strategy is “development by lifting the bottom rather than putting up the 
lop.” If successful, such a policy can be adopted at the national level. 



Chapter 70 

POVERTY IN INDIA 

INTRODUCTION 

In less developed countries poverty is abysmal. “Unfortunately, it is not 
an economic abstraction, it is a human condition. It isdespair. grief and 
pain. I t is the despair of a father with a fam ily of seven in a poor count ry 
when he joins the swelling ranksjri Amemployed with no p rospects of 
unemployment~compensation. P overty is the longing of a y oung boy 
playing outside a village school but unable to entenhecause his parents 
lack a i&iCrupe es~nee3e<i''io Tu y Tex tbooks. Poverty is the grief of 
parents waFchmg'lTthree-year-old child die of a routine childhood 
disease ~KerariseTTTthev camioTafford any medical care . ” l This vivid, 
picture of illiterate, hungry, malnourished, poverty-stricken and survival- 
onented peopIels~equally apphcabie~fd r ITuira. ~ ~~~ 

'—Measurement of Poverty. The extent of poverty in India is being work - 
edout in terms of the poverty line. Boyd-Orr, the first Director General of 
FAO, was the first person to propound the notion of the starvation line 
in 1945 which referred to the consumption of less than 2,300 calories p er 
person per day. Th is idea has been transformed into the poverty line. 
P.D. Oiha w as the first economist to estimate the extent of poverty in 
terms of the per capita per day expenditure. On this basis, he estimated 
t hat 44 per cent of the total population lived below the poverty lin e 
during 1960-61. Dandekar and Rath used ‘a split minimum calorie 
intake’ to measure the extent of poverty. They estimated that 40 per 
cent of the rural population and 50 per cent of the urban population was 
below the poverty line in 1960-61. Fo r the country as whole, the 
percentage of pe ople below the poverty line was 41 per rent whir}] 
rem aihecFconstant "bet ween 1960-61 to 1968-69. B .S. Minhas did not 
accept the split minimum concept between rural and urban areas. 
Instead, he cal culated the poverty line in terms of the minimum per 
ca pita expenditure of Rs 240 per annum . Accordingly, he estimated 
that 59.4 per cent of the population was below the poverty line in 
1960-61 which declined to 50.5 per cent in 1967-68. Pranab Bardhan 
used the same national minimum but a different deflator. He came to . 
the conclusion that 38 per cent of the people lived below the poverty line 
in 1960-61 but their percentage went up to 45 in 1964-65 and to 54 in 

Lester R. Brown, World Without Boarders, 1972, Italics mine. 
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1968-69. 

The Seventh Fina nce Cnmiakunn did not accept the earlier concepts 
of the poverty line and instead propounded the concept of ‘augmented 
poverty line’. To calculate it. the Com mission added to the month ly 
private consumptio n expenditure the per capita monthly public expe ndi- 
ture— by-C3ctr~Sta!c government on education, h ealth and family 



1970*71 was below the poverty line. 

The Indian Planning Commission h as adopted the ‘physical survival’ 
concept ot the poverty line. Accordingly, it has defined the poverty line 
on the basis of mtmmum nutritional requireme nts of 2.4UQ calorics p er 
person per day for rural areas and 2.100 calories PctLPcrson per day for 
urban areas, I his caloric intake is then converted to a monthly per 
capita expenditure. This method was suggested to the Planning 
Commission by a study group consisting of^D.R._ GadgiL PS. 
Lokanathan. B.N . Ganguli, and Ashok Mehta w*hich worked out the 
national poverty line and came to the conclusion that private consump- 
tion expenditure of Rs 20 per capita per month at 1960-61 prices was the 
bare minimum. Tfus amount was fixed for iKe Fourth Plan With the me 
in prices in subsequent plans, this amount was fixed at a higher level, 
though different for rural and urban areas. For instance, JheJiavealh 
Plan estimated that.39 9 per ce nt o f the rural populati on and 27 7 per 
cen t of the urban populationj n I9S4-H5 was below the povertv line in 
IndiaTh Tfact. 36 9 per cen t ofthc total "population was unable to earn 
Rs 3 50 per day in 1984-85 which was the bare minimum in that )car. 

A.M. Khusro nTiKcliilvcr Jubilee Lecture delivered at the Institute of 
Economic Growth in September 1984 has argued that the estimates of 
poverty based entirely on personal expenditures linked with ealone 
values arc totally one-sided. “ When people's incom e in creases, th eir 
f ood consumption docs no t increase proportionately arnTthc income 
el asticity of dem and for f ood has aJwa)s~5ccn less than one.~evcn { or'ikc 
poor.” He argues that the consumption of goods amTscrviccs uiueh 
characterise all the different non-food items and affect the quality off—* 
has to be taken into account. He. therefore opines that there - 
overwhelming csidcncc to show that the poverty ratio v 


of planning. Uut he forgets that the eipeodnure on 
incrcascsonly when a given level of cons^n^t-on,. ; 
reached. A hungry and poor person cannot think of - 
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Moreover, it is impossible to calculate the poverty line , in monetary 
terms based on the * quality of life index” which is itself a vague 
concept. Therefore, Khusro’s view is untenable. 

Causes of Poverty 

The principal causes of poverty in India are as follows: 

1. Underdevelopment. The first cause of poverty is the underdevelop- 
ment of the country. Due to underdevelopment, ‘a large portion of the 
population has to go without even the most essential needs of daily life 
because total national income, and hence aggregate consumption, is too 
small relatively to the enormous size of the population’. It has been 
estimated by Lester R. Brown that the annual increase in the goods- and 
services produced in the United States of the value of $ 50 billion 
assuming a 5 per cent rate of economic growth, is equal to all the goods 
and services produced annually in India. 

2. Inequality. The second cause of poverty is the extreme inequality of 
income and wealth in India. 2 In fact, as pointed out by the Planning 
Commission, underdevelopment and inequality are the twin causes of 
poverty. It is- inadmissible to ignore or underplay either factor. 

3. Low Per Capita Income. Poverty is also reflected in India by the 
low per capita income. In 1984, it was $ 260. During three decades of 
planning (1951-84) the per capita average growth rate of income had 
been 2 per cent per annum on the average. .- 

4. Inadequate Growth Rate. One reason for the failure of planning to 
make a major dent on poverty has been the inadequate growth rate. 
During 1951-84 the growth rate of national income was not more than 
4 per cent per annum on the average. Against a nigh growth of 
population, these low growth rates of the economy have tended to 
perpetuate poverty. 

5. High Growth Rate of Population. The growth rate of population has 
been very high in India as against the growth rate of the economy. This 
has failed to bring about the required improvements in living standards. 
During the first decade of planning .1951-61, the growth rate of 
population was 21.64, and during the second decade 1951-71, it was 
24.8, in the decade 1971-81, it was 24.75. Such a high growth rate ol 
population accompanied by the low growth rate of the economy brings 
down the per capita income and the per capita consumption expendi- 
ture, and thus increases poverty. 

6. Unemployment. Poverty is also on the increase with the rise in the 
number of the unemployed. The number of the unemployed persons has 
been increasing with every Five-Year Plan. The First Five-Year Plan 
started with a backlog of 3.3 million unemployed persons and at the end 
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of the Plan ihey h3d increased to 5.3 million to 7.1 million at the end of 
the Second Plan, to 9.6 million at the end of the Third, to J3.6 million at 
the end of the Fourth Plan, 20.6 million at the beginning of the Sixth 
Plan, and 40 million at the beginning of the Seventh Plan.* But the last 
figure docs mot include the growing army of the underemployed. 
Already plagued with widespread unemployment and underemploy- 
ment, India l's now confronted with one lakh new entrants into the 
labour force each week-. 4 Thus increasing unemployment and underem- 
ployment in families has accentuated poverty. 

7. Regional Disparities. It is not that poverty is equally distributed in 
the country. There are extreme regional disparities accounting lor the 
poverty of the people of certain regions against the prosperity of the 
others. States like Punjab and Haryana arc the richest in terms of per 
capita income on the basis of their rapid agricultural development; while 
Gujarat, Maharashtra and West Bengal continue to be the developed 
States on the basis of tendency for new enterprises and investments to 
gravitate towards them. But Bihar, Orissa. Rajasthan. Madhya 
Pradesh, and Uttar Pradesh continue to be backward with the 
consequent concentration of the majority of poor population. 5 

8. Low Availability of Essentials. Another cause of poverty is the low- 
standard of living which is primarily reflected in the low availability of 
essential commodities. Despite more than two decades of development 
efforts, the per capita availability of essential consumer goods has cither 
increased marginally or fallen. The per capita net availability of cereals 
was 360.4 grams per day in 1956 which rose to 424.4 grams in 1985. and 
that of pulses feU from 70.3 grams to 39 grams over the same period 
The per capita annua/ availability of edible oils increased from 2.5 kgs in 
1956 to 5.5 kgs in 1985 and of cotton cloth it fell from 14 4 metres to 1 1 
metres, of vanaspati it rose from 0.7 kg to 1.1 kg, of sugar it increased 
from 5 to 10.7 kg, of man-made fibre fabrics from I to 3 9 metres, and of 
tea from 257 to 566 grams, and of coffee from 67 to 74 grams over the 
same period. Since there is wide disparity in the consumption levels of 
the top rich and the bottom poor, these national averages do not reflect 
the true living standards of the poor people. In fact, they may be much 
lower than their per capita availability. 

9. Inflation. Continuous rising prices arc another cause of poverty 
When prices rise the purchasing power of the money falls and they lead 
to the impoverishment of the Iqwcr middle and poorer sections of the 
society. This has been happening in India since June 1955 and prices 


’For more deuilt refer lo the chapter ’L'oemploymcni ta toJu*. 
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rose at an annual average rate of about 7 per cent till 1972. During 
1972-73 they rose by 20 per cent, during iy?3-74 by about 3U per cent, 
during 1974-75 by 25 per cent, and during 1976-77 by 12.5 per cent. For 
a brief interlude, 1977-78 and 1978-79, prices rose by only 0.3 per cent 
and 4.6 per cent, respectively. But they rose by 21.4 per cent in 1979-80 
and about 16.7 per cent in 1980-81. However, the consumer prices went 
up by 9.1 per cent between 1980-85. Thus inflationary pressures have 
further increased the number of poor people in the country. 

10. Low Technology. Low level of technology is also responsible for 
the poverty of India. Not only manufacturing processes and agricultural 
production techniques are far below the standards of developed 
economies, but even marketing skills, the capacity to organise produc- 
tion units, and financial markets are at a low level. As. a result of the low 
technology as broadly defined above, per capita productivity remains at 
a low level. The return on capital employed and income fail to rise to the 
desired extent for a higher rate of capital formation thereby keeping the 
economy In a state of poverty. • 

11. Capital Deficiency. Another cause of poverty has been the 
deficiency of capital in the country. This stems from the low per capita 
availability of capital and the low rate of capital formation. Gross 
domestic capital formation at market prices increased from 12.7 per cent 
in 1960-61 to 22 per cent in 1984-85. In real terms, it is much below the 
level required for the rapid growth of the economy. 

12. Social Factors. In India, people are caught in the vicious circle of 
the poverty due to the prevalent socio-cultural institutions. In order to 
fulfil social obligations and observe religious ceremonies from cradle to 
grave, people spend extravagantly. With already low income levels, 
they either dis-save or borrow. Since savings are negligible, the chances 
obborrowing are much greater. The high level of indebtedness is both 
the cause and effect of poverty. Besides, illiteracy, ignorance, fatalism, 
conservatism born out of sectarian and religious ideas, casteism and 
joint family system have prevented people from adopting modern ideas 
and techniques whereby they could increase their incomes and keep the 
wolf of poverty off their doors. 

Poverty Alleviation Programmes 

Since poverty and unemployment are inseparable, the policy mea- 
sures for reducing unemployment are equally applicable for the removal 
of poverty. 6 

In the 1950s and 1960s, India n planne rs believed in th e “trickle-down 
jtheon/T Accordin g^ to this view, poverty alleviation was a gradual and 

"For derails refer to ‘Policy Measures’ in Chapter 72. 
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a mpmaii c procc^ias lhg gfic if anyffc iv. So the emphasis vs as on increasing 
the growth rate of the economy, l/nforiunaicly. the tricklc-down theory 
failed to eradicalco ovcrl v. Rather, pov erty inerc ased over the years. This 
led the planners to adopt four broad categories of programmes in stages for 
poverty alleviation: Krrst^resourcc andmeome development programmes 
for the rural poor; second^ spec! aTorea' d eve! op m enT programmcsTthlrUT 
vv orfes pro g pipimc for the creatiori~~t)f~5u p plcm cmary~einpIo) ment 
opp ortunities; and fourth, the Minimum Needs Programme (MNP) to 
improve the consumption levels of the poor in order to raise their 
productive efficiency. 

In the lint category, a number of programmes have been in operation 
in the country, some since the 1970s and some introduced recently 
They aim at improving the economic conditions of the rural poor so that 
their incomes may increase. Special programmes in this category up to 
the Fifth Plan had been Small Farmers' Development Agencies (SFDA) 
and MFAL: But these programmes did not cover the whole country and 
their operations overlapped. They were operating simultaneously in the 
same area for the same people. Moreover, they had different funding 
patterns and did not cover the whole country* They were simply subsidy 
giving programmes and failed ro develop resources and incomes of the 
rural poor. So from the Sixth Plan one single integrated programme for 
the whole country was introduced. It is known as tire Integrated Rural 
Development Programme (JRDP). It aims at improving the lot of the 
rural poor consisting of the landless labourers, small jnd marginal 
farmers, rural artisans and other workers. IRDP includes creation ot 
productive assets and/or appropriate skills and vocational opportunities 
backed by services to increase production and productivity I hose 
having some land arc provided inputs like water, improved Mid*, and 


fertilisers to improve the productivity of land. To jugnu m the intomis 
o f the la ndless and the landholders, the programme aim' at dlvCfsincJP'' 
■ ■ . ; ’ ,*■ ; ■ .“** *“ *hui husb jndrv' clausing forestry. 

. ■, . gramme also includes processing and 

a .. . ■ .s . local resources and improvement of 

post-harv. ■: \. ■ ■ • ? • , ' . ’* '■ > 

increased ,■ : ■ • : * ■ r * 


based designs an Jlnarkcting f aciliti es In the Sixth Plan. Rs 4.5 1x1 crores 
were madcravaUableTdnRDP wuh~a 20 per cent subsidy com ponen t. 

In the second catcgory~arc included such programmes as _ Drought- 
Prone Areas Programme (DPAP) and Desert Dev eiopment Programme 
(DDP). These spcaal area dev elopment programmes aim at o ptimum 
utiliz ationVflan d i' waf er andlivcstock resources, farm forestr y, da iry 
devefopmenfand development of subsidiary occupations irTdrouftht^ 


"N 
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prone and desert areas to raise the incomes of the weaker sections of the 
society. 

In the third category are included such employment generation 
programmes as NREP, RLEGP, TRYSEM and the Food for Work 
Programme which aim at creating supplementary employment opportu- 
nities during lean employment periods of the years. 7 . 

Lastly, there is the Minimum' Needs Programme- which aims at 
improving the consum ption levels of the poorer sections in ord er to raise 
their productive efficiency. T his includes the provision for elementary 
educatiohr~Hea ltlf7~water supply, roads, electrificatio n, housing to 
landless labourers, nutrition, and improvement of urban slums. Various 
components oF this programme such as construction of roads, water 
supply and housing are also meant to generate additional employment 
and income to the poor. 

For better implementation and results of the poverty alleviation pro- 
grammes in force, the Seventh Plan aims at achieving cost-effectiveness 
and minimisation of leakages by imparting the. necessary flexibility in 
the choice of activities, and by integration of the various programmes. 
To achieve these, the Plan adopts a three-pronged strategy: (a) Poverty 
alleviation programmes would be formulated and implemented in a 
decentralised manner with the participation of people at the grassroots 
level through village panchayats, panchayat samities, Zila parishads, 
etc.; (b) better planning at the district level involving various disciplines 
or departments, tighter organisational set-up to ensure optimal use of 
resources and closer monitoring; and (c) taking up group-oriented 
activities for beneficiaries, to the extent possible, through the promo- 
tion of cooperatives, registered societies, informal groups, etc. so that 
the economies of scale, inherent in some of these activities, especially in 
the provision of services, are fully realised while, at the same time, 
group initiative and effort of the poor are promoted. Further, voluntary 
agencies would be increasingly involved in the formulation and imple- 
mentation of poverty alleviation programmes, especially for ensuring 
greater participation of the people. 

Conclusion. But all the programmes discussed above have over the 
years achieved their objectives only partially. According to Government 
estimates. 40 per cent of the beneficiaries managed to increase their 
income above Rs 3,500 a year per family in 1984 alone. This amount 
being the 1979-80 poverty line per family. But this estimate is on current 
prices without making adjustment for the price rise since 1979-SO. Dr 
Nilkanth Rath in his Dr T.A. Memorial Lecture said that less than 10 
per cent of the poor against the 20 per cent target had been raised above 

For Details ot these programmes rotor to ‘Government Measures’, in Chapter 72. 
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the poverty line under the IRDP during the Sixth Plan, without creating 
any durable community assets. But this was also a gross overestimate 
because it ignored the price rise and bank loan rcpa)ment during the 
Plan. 

Therefore, the pace and manner in which the problem of poverty has 
been dealt with so far leaves much to be desired both qualitatively and 
quantitatively. Only a small fraction of the rural poor has been covered 
effectively by these poverty alleviation programmes. A sizeable portion 
of those covered have some land. The landless and the rural artisans 
have been almost left untouched. 

In the area development programmes, little has been done in soil and 
water conservation, afforestation and pasture development. Agronomic 
practices and cropping patterns have not been introduced in backward 
regions. Marginal lands continue to be overexploited through crop 
husbandry. The emphasis of these poverty alleviation programmes is 
more on expenditure incurred than on performance. The constraints 
from which these programmes suffer have not been financial but 
organisational inadequacy and lack of clear cut plan of development and 
proper monitoring. Little attention has been paid to psjchological, 
political, bureaucratic and economic forces that have been at work to 
foil these programmes. 



Chapter 71 

ECONOMIC INEQUALITIES IN INDIA 


A pertinent question that has often emerged in the context of Indian 
economic planning is: Whether the gap between the haves and 
have-nots has narrowed or widened since the launching of the planned 
economic development in India? To examine this, a number of 
governmental, institutional and individual studies have been made from 
time to time. All studies have arrived at the conclusion that this gap has 
actually widened and there has been a concentration of wealth and 
economic power in a few hands to the detriment of the underprivileged 
and the common people. Before we analyse the findings of these 
studies, the causes of the perpetuation of inequalities, and suggestions 
to overcome them, it is instructive to have, a theoretical interlude on the 
compatibility of growth and equality (or income distribution). 

GROWTH VERSUS EQUALITY 

According to western economic thought, the goals of economic growth 
and income distribution are incompatible. It emphasizes the maximisa- 
tion of the growth rate of the economy leaving the distribution of 
income untouched. To use Professor Lewis' metaphor, it is like riding 
the horse of economic development and leaving the horse of economic 
equality to feed for itself. This had been the experience of 18th century 
England, 19th century Western Europe and early 20th century Japan 
where wealth and income inequalities led to large savings on the part of 
the wealthy classes who used them for productive investments. 

Earlier, the classical economists were also in favour of income 
inequality. According to them, income equality discourages savings. 
Income equality means a higher income for the working classes and a 
rise in their consumption. This, in turn, means a rise in population. The 
classicals, therefore, believed that inequalities of incomes were neces- 
sary to provide the incentive for economic growth. 

But Marx thought otherwise. According, to him, it was income 
inequality that would bring the doom of capitalism. He argued that 
income inequality meapt less consumption for the poor masses. This 
would lead to unsold stocks of goods and to a stop of further production. 
In this way, there would be cumulative over-production and under- 
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consumption and the capitalist economy would move towards secular 
stagnation. 

It was Lord Keynes who pleaded for income equality to sustain 
economic growth. He w rote: "In contemporary conditions the growth of 
wealth far from being dependent on the abstinence of the rich as is 
commonly supposed, is more likely to be imposed by it. One of the chief 
social justifications of great inequality of wealth is, therefore, re- 
moved,” According to Keynes, a society which saves more due to 
inequalities of income and wealth, brings secular stagnation, because 
inequalities would reduce its consumption capacity and bring contrac- 
tion in demand. Ultimately, it would lead to fall in production and 
slowing down the economic activity. Keynes, therefore, favoured 
income equality which might lead to sustained economic growth via the 
multiplier effect. 

Of the post-Keynesian economists. Professor Kunhara has carried 
Keynes' views further. Keynes believed that encouraging consumption 
is alternative to saving. But Kunhara shows that they are com- 
plementary. When there is income inequality it leads to excessive 
thnftncss and fall in inducement to invest as a result of declining 
marginal efficiency of capital Economic growth requires the balancing 
of the two forces which is possible in a “high-wjgc, low -profit economy, 
and investment-free society.” 

In the 195<ls and 1960s, the thinking on income equality and growth 
was influenced by Kuznets' U-shaped Curve. Kuznets suggested on the 
experience of the developed countries that historical!) there was a 
tendency for income inequalities to increase first, and then to be 
reduced as countries developed from a low level Accordingly, it was 
believed that a high degree of inequality in the distribution of income 
had a favourable effect on economic growth in the catly stages of 
development and as development gained momentum, its benefits would 
automatically “trickle down” to the lower income groups over the long 
run. So this approach emphasised the maximisation of the growth rate 
of the economy by building up capital. Infrastructure and productive • 
capacity of the economy, and leaving the income distribution un- 
touched. 

Lewis was the principal supporter of this view He outlined the 
process through which income inequalities led to the economic growth 
of the 18th century England, the |9ih ccntur) Western l utopc and the 
early 20th century Japan. He advocates the same for underdeveloped 
countries. Lewis contends that voluntary savings form a significantly 
large share of national income only where inequality of income 
distribution is such that profits are a rclativclv large share of nai***- 4 * 
income. When growth is taking place, the modern sector grows 
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than the traditional sector and the relative share of profits in national 
income also increases. This tends to prepetuate income inequalities. In 
the long run, however, when employment opportunities increase all 
round and the traditional sector also develops, the distribution of 
income tends to stabilise. But this is an automatic process and is only a 
side-effect of the growth of the economy. 

According to Lewis, the share of profits in national income should be 
increased by expanding the capitalist sector of the economy deliberate- 
ly. For this, he suggests that those who lived on unearned incomes, 
particularly ground rents, should be taxed heavily and the proceeds 
given to capitalists who live on profits. Profits can also be increased by 
giving subsidies and tax rebates by providing adequate supplies of raw 
materials and capital equipment, by restricting imports of competitive 
products, by controlling wages and trade unions, and by government 
purchases of the goods of the industries. Thus it is contended that larger 
profits accruing to the capitalist sector will mean larger savings which 
will be invested for larger capital formation and higher growth rates. 

But this is not a correct view in the context of developing countries. 
Perpetuation of income inequalities is no condition for rapid economic 
growth. Unlike the developed countries, the conditions in developing 
countries are such that income inequalities are not necessary' for their 
economic development. A number of arguments are given in support of 
this view. 

Perpetuation of income inequalities is not feasible under the system of 
parliamentary democracy and the political climate prevailing in such 
countries. The policy of raising profits to increase savings for capital 
formation may lead to social unrest and may even fail to produce 
socially desirable investment since the profit-making classes are not 
necessarily increased in the welfare of the masses . 1 Thus income 
inequalities may hamper economic development. 

The policy of increasing profits of the capitalist sector through 
subsidies, tax rebates, controlling wages and trade unions, etc. creates 
vested interests and leads to maldistribution of resources within a 
developing economy. 

Moreover, there is no guarantee that the wealthy classes in such 
economies will utilize their savings in productive channels. Rather, 
businessmen, landlords and other rich elites spend much of their 
incomes on conspicuous consumption, gold hoards, jewellery, estates 
and expensive houses, speculation, -foreign travel, etc. In certain cases, 
it leads to the flight of capital in the form of deposits in bank abroad and 
hoardings of foreign currencies and gold in the safe vaults of Western 

'D.R. Gadgil, Economic Policy and Development , p. 181. 
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banks. Thus such savings and investments do not serve any fruitful 
purpose. They do not add to the productive resources of the economy 
but are a drain on them. 

On the other hand, the perpetuation of income inequalities brings 
more harm to the economy. Inequalities retard development. There* 
fore, prudence demands that efforts should be made to raise the 
incomes of the majority of the people who arc poor. 

Further, inequalities lead to great economic waste. The waste is 
caused by inefficient management. Businessmen who arc rich may be 
efficient entrepreneurs themselves, but their children who inherit their 
wealth may not be as efficient as their fathers. Thus starts a process of 
inefficient management thereby lowering the rate of economic develop- 
ment. 

Another cause of economic waste due to inequalities is loss of human 
capital. As the majority of the people arc poor with low lev els of income 
and low levels of living, they cannot provide themselves with nutritional 
diet, formal education and training. Consequently, their productive 
efficiency is low which, in turn, leads to a slower growth of the 
economy. Thus the reduction of inequalities and raising the incomes and 
levels of living to the poor would raise not only their productive 
efficiency but also that of the economy. 

Again, with the increase in the income levels of the poor the demand 
for such locally produced necessities as food products, clothes, etc. will 
increase. This increased demand for local products shall encourage their 
production thereby leading to larger investment and higher capital 
formation and economic development within the economy. 

Thus the belief that income inequalities propel the engine of 
economic growth docs not hold in the context of the developing 
countries aiming at a welfare state. The widening gap between the rich 
and poor can no longer be left to the market forces It has to be 
narrowed by deliberate state action in five wayv First, maximising the 
growth of GNP through raising savings and resources mor t ctficicntly. 
with benefits to all groups in society. Second, redirecting investment to 
the poor in the form of education, access to credit, public facilities, etc. 
Third, redistributing income to the poor through the fiscal s\stcm or 
through direct allocation of consumer goods. The policv of tax-financed 
transfers from the rich to the poor may raise the income of the poor, but 
if it reduces savings and capital accumulation bv the rich; it mav 
ultimately lower the incomes of the poor Fourth a transfer of existing 
assets to the poor, as in the form of land reforms htth. a long-tens 
population policy has important influence on both the distribute -- 
incomes ami consumption levels of the poor Investments in the he— 
education and economic development of the poor contribute* ~ * 
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reduction in fertility and hence indirectly to better income distribution. 2 ' 
Whatever policy measures may be adopted, there has to be - a 
compromise between the objectives of growth and equality. In other 
words, if the developing countries wish to ride simultaneously the two 
horses of economic development and economic equality, they have to 
move cautiously. 

The achievement of these twin objectives has been one of the main 
planks of economic policy in India. One of the directive principles of the 
Constitution of India lays down that “the state shall, in particular, direct 
its policy towards securing that the operation of the economic system' 
does not result in the concentration of wealth and means of production 
to the common detriment.” This principle of reduction in inequalities 
became one of the objectives in the subsequent Five-Year Plans for the 
economic development of the country. 

Estimates of Inequalities in India 

The various estimates with regard to the distribution of national' 
income reveal that the inequalities of income and wealth have widened 
rather than narrowed as a consequence of planned economic develop- 
ment in India. 

The Mahalanobis Committee on Distribution of Income and Levels of 
Living (1964) revealed the following pattern of income distribution in 
the country based on the estimates of the Reserve Bank of India, of 
Iyengar and Mukherjee and of the National Council of Applied and 
Economic Research. 

The RBI estimates show that during the period 1953-54 to 1956-57 the 
top 5 per cent of the total households shared 20 per cent of the national 
income and the bottom 20 per cent only 8 per cent of households. In 
addition, the rural and urban breakdown shows that the degree of 
inequality is greater in urban than in the rural sector. The estimates of 
Iyengar and Mukherjee also reveal wide disparities between the bottom 
20 per cent and the top 10 per cent and 5 per cent of the total 
households, the respective shares in national income being 8.5 per cent, 
25 per cent and 17.5 per cent for 1956-57. The NCAER estimates for 
i960 shows that the gap between the top and the bottom had widened 
much. In the urban sector, the bottom 20 per cent shared 4 per cent of 
the national income while the top 10 per cent and 5 per cent received 
42.4 per cent and 31 per cent of national income respectively. In the 
rural sector, the share of the bottom 20 per cent was the same as for the 
urban sector (4 per cent) while the top 10 per cent had 33.6 per cent of 
the national income. This again revealed ,v >at the degree of inequality 

-H.B. Chcvcry ami others. Redistribution with Growth. 1974. 
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was somewhat less in rural than in the urban sector. 

The Mahalanobis Committee further revealed on the basis of the data 
prepared by the NCAER about the share of households in aggregate 
income before tax for 1960 that the share of the bottom 10 per cent of 
households in aggregate income was only 1,3 per cent in the urban 
sector and 0.7 per cent in the rural sector; while that of the top 10 per 
cent of households was 42.4 per cent in the urban and 33.6 per cent in 
the rural sector. Further, the lower 50 per cent of the households had 
17.5 per cent share in aggregate income in the urban sector, while the 
top 50 per cent of the households had 82.5 per cent of the aggregate 
income. The comparative figures for the rural sector for the two fractilc 
groups were 20.7 per cent and 79.3 per cent respectively. The 
Mahalanobis Committee concluded on the basis of these findings: “The 
wide range of variation that one finds between the top and the bottom 
tenths of population clearly reveals the existence of concentration of 
economic power in the country in its generalised form. .And. the 
conclusion seems justified that even after ten >cars of planning and 
despite fairly heavy schemes of taxation on the upper incomes, there is a 
considerable measure of concentration in urban areas. This would also 
hold good for rural incomes as. in their cases, even the burden of 
taxation is not heavy on the higher ranges of incomes."' 

Another estimate of the growth of inequality in India has been made 
by Dandckar and Rath for the penod 1960-61 to 1967-68 on the basis of 
the per capita consumer expenditure. Their study revealed that the per 
capita national consumer expenditure increased by 3.9 per cent over the 
period 1960-61 to 1967-68. the per capita urban consumer expenditure 
increased by 2.4 per cent, and the per capita rural consumer expenditure 
by 3.8 per cent. To lake the different sections of the rural population 
fust, over the penod of the study the per capita consumption of the 20 
per cent poorest increased by less than 2 per cent and that of the poorest 
5 per cent actually declined by about one per cent. The consumption of 
the lower middle sections (20 to 40 per cent) increased by 2 2 to 2.6 per 
cent, that of the middle sections (40 to 60 per cent) increased by 3 7 to 
4.1 per cent, and of upper middle and the richer sections (40 per cent of 
population) increased by 4 4 per cent Thus the process of dev elopment 
during the period 1960-61 to 1967-68 affected different sections of the 
rural population differently. It benefited the upper middle and the 
nchcr sections much more than the middle, the lower middle and poorer 
sections. Thus Dandckar and Rath observed, "Under the circums- 
stanccs, a certain amount of growth of inequality is inevitable." To take 

*Rcpon of the Committee «a the of //xxwje lx>xU ot Litirg p 

Italia mine. 
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the different sections of the urban population, during the seven years, 
per capita consumption of the lower middle and poorer sections (40 per 
cent of urban population) declined; that of the middle sections (40 to 60 
per cent) increased by 1.0 to 3.0 per cent, of the upper middle and the 
richer sections (40 per cent) by 4.7 per cent. Dandekar and Rath, 
concluded that during the period under review, the per capita private 
consumer expenditure increased by less than half a per cent per annum. 
Moreover, the small gains were not equitably distributed among all 
sections of the population. The condition of the bottom 20 per cent rural 
poor remained more or less stagnant; of the bottom 20 per cent urban 
poor definitely deteriorated; and for another 20 per cent of urban 
population, it remained more or less stagnant. Thus, while the character 
of rural poverty remained the same as before, the character of urban 
poverty deepened further. 4 

Distribution of land holdings is another measure of inequality. 
According to the Mahalanobis Committee the top 1 per cent of the 
households owned 17 per cent of all land holdings in India in 1953-54; 
the top 5 per cent owned 41 per cent; the top 10 per cent owned 58 per 
cent; and the top 20 per cent owned 77 per cent of land holdings. The 
corresponding figures in 1959-60 were 16 per cent, 40 per cent, 56 per 
cent and 75 per cent respectively. These figures revealed that despite the 
enactment of land reform measures there was no appreciable reduction 
in inequality in land holdings, and while 20 per cent of the people did 
not own any land at all, .land holdings were highly concentrated in the 
hands of a small minority of people. 

A survey on the distribution of assets by RBI ( All India Debt and 
Investment Survey, 1971-72) on rural households showed that 20 per 
cent of households, each having less than Rs 1,000 of assets, account for 
less than 1 per cent of all rural assets, while 4 per cent with asset-values 
of Rs 50,000 or more own over 30 per cent. 

Finally, we take up the concentration of wealth and power in the 
private corporate sector as a measure of inequality. Hazari in his study 
The Corporate Private Sector in India (1966) on the growth of 20 
business groups for the period 1951-58 came to the conclusion that Tata, 
Birla, Martin Bum.'Dalmia and Sahu Jain had 17.91 per cent of the 
total share capital of non-government companies in 1951 which rose to 
22.34 per cent in 1958. The comparable ratio for their complexes went 
up from 21.58 per cent to 26.60 per cent. Their gross capital stocks 
increased by more than 100 per cent while that of the remaining 16 
business groups by about 50 per cent. Tata and Birla, the two largest 
complexes, had nearly 2/5th of the gross capital stock of non- 

4 V.M. Dandekar and Nilakanth Rath, Poverty in India 1971 
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government public companies in 1958. Thus there had been increased 
concentration of economic power in the private corporate sector during 
the first eight years of planning in India. 

The Mahalanobis Committee earned this study further in the cose of 
21 industnes to the sphere of production up to 1960. It revealed that 12 
top units produced more than 50 per cent of the total output of such 
industnes. In 4 of these eases, a single unit produced more than 5(1 per 
cent of output. Further, in 1960-61. bigger companies with paid up 
capital of Rs 50 lakhs and above formed 1.6 per cent of all companies 
but had 53 per cent share in the total paid up capital, while the number 
of companies having paid up capital of less than Rs 5 lakhs and 
constituting 86 per cent of the total number of companies had only 14 6 
per cent share in the total paid up capital. 

The report of Monopolies Inquiry Committee (1965) relating to the 
year 1963-64 studied 75 groups comprising 1536 companies with 44. 1 per 
cent total paid up capital and 46 9 per cent of assets of all the companies 
in the country. Regarding product-wise concentrations, it studied 100 
products of lop three producers and found that 65 products had high 
concentration (75 per cent or more), 10 medium (60 to levs than 75 per 
cent), 8 low (50 to less than 60 per cent), and 17 products less than 50 
per cent concentration. The Commission came to the conclusion that 
concentration of economic power in a few hands "affects economic 
growth itself in the long run and inhibits it. for such growth is not 
sufficiently widespread to be self-generating " 

The Economic Times* has earned forward the findings of the MIC 
and the LI'IC Reports further Between 1963-64 and 1975-76 significant 
upward shift in rank in terms of increase in assets took place in the ease 
of Mafatlal from 10 to 3, Sarabhai from 14 to 9. Kirloskar from 16 to 1 1 . 
Parry from 18 to 13, and Scindia from 9 to 5 In 1963-64. the Uulas 
ranked number 2 and the Tatas were at the top In 1975-7&, they 
changed their ranks. Dir las being at the top and Tata following them 
closely. 

The Department of Company Affairs in us study of the assets of top 
20 industrial houses revealed that their total assets increased from 
Rs 1319 crores in 1964 to Rs 5. U9 crores m 1978, a me of 74.2 percent 
The Bulas topped with total assets of Rs 1,171 crores followed closely 
by the Talas with assets amounting to Rs 1.102 crores in 1978 

A recent study by The Economic Times* reveals that the total assets 
of 101 private sector corporate giants grew at a fast rate of 16 3 per cent 
in 1934-S5 as against 9.4 per cent in 1978-79. their sales (net of excise 

l Tbc Ccwtoouc Times. 26 March. 

*25 May Wit 
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duty) recorded a growth rate of 15.7 per cent as against 11.7 per cent, 
and gross profits rose by 22.3 per cent as against 15.3 per cent over the 
period. 

It is apparent from the findings of the various reports and studies that 
far from reducing inequalities in income and wealth, planning for three 
decades in India has actually accentuated them. .• 

Causes of Inequalities in India 7 

The prominent causes for this unequal distribution of income and 
wealth in India are discussed below: 

1. Poverty. One of the basic causes of unequal distribution of income 
and wealth in the country is poverty which is reflected in low 
consumption levels, low per capita income and low standard of living of 
the mass of the people. Despite more than two decades of development 
planning, hunger, malnourishment and suffering from chronic and 
debilitating diseases are still the bane of the majority of population in 
India. 

2. Inadequate Development. Another cause of the low levels of 
income has been inadequate economic development, according to 
Mahalanobis Committee. The growth of the economy has been slow and 
unsatisfactory during the planning era. It was 3.6 per cent per annum 
during the First Plan, 4 per cent in the Second Plan, 2.2 per cent in the 
Third Plan, 3.4 per cent in the Fourth Plan, 5.2 per cent in the Fifth 
Plan and 5.4 per cent in the Sixth Plan. Such low growth rates of 
economy have tended to keep the levels of income low for the vast 
majority of the people. 

3. Economic Concentration. As the above data pertaining to the 
extent of economic inequalities in India reveal, there has been 
concentration of economic power in the hands of few business houses, 
as a result the rich have become richer and the poor poorer. As pointed 
out by Dandekar and Rath, "The small gains of development seem to be 
monopolised by the upper middle and richer sections of the society 
leaving the lower middle and the poorer sections more or less untouched 
by the process of development.” The Mahalanobis Committee was more 
emphatic when it observed: “The working of the planned economy has 
contributed to the growth of big companies in Indian industry.” Some of 
the reasons for the concentration of economic power have been 
haphazard industrialization, faulty licensing policy, interlocking 
directorate, and inter-company investments, etc. 

4. Tax Evasion. The Mahalanobis Committee also listed tax evasion 
as one of the causes for inequalities in income and wealth. The upper 

For data, refer to the 'Causes of Poverty in India’ in the previous chapter and ‘Estimates 
of Inequalities’ given above. 
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middle and richer sections of the society have been manipulating to 
evade taxes 3nd amass wealth through black money thereby becoming 
richer. On the other hand, the lower middle and the poorer sections of 
the society are being reduced to abject poverty under the pressure of 
ever mounting indirect taxes on necessities with every budget since the 
beginning of the planning era in a country. 

5. Inequitable Distribution of the Means of Production. Inequalities 
of income and wealth result from inequitable distribution of the means 
of production. One of the means of production in India is land. This is, 
in fact, the major one because more than 80 per cent of the people who 
live in rural India are dependent on land in one way or the other. But as 
seen above, in case of distribution of land holdings in India, 20 per cent 
of the people do not own any land and a large majority have small 
uneconomic holdings, while a small fraction of the rural population 
owns large holdings. The former are being starved while the latter are 
becoming richer, thereby accentuating inequalities 

The second means of production is the capital People being poor, 
capital is scarce in the country. But it is concentrated in the hands of a 
few rich who use it to their advantage In rural India, the few nch 
landlords have been able to mechanise agriculture by using tractors, 
pumping sets, fertilizers, improved seeds, etc while in urban India the 
few business houses which possess the majority capital have used it fully 
to their advantage in amassing more wealth, as the estimates reveal. As 
pointed out by Dandekar and Rath, in the face of economic forces 
operating in an economy with private ownership of the means of 
production, inequalities are bound to persist 

6. Capital-Intensive Technology. One of the reasons for the accen- 

tuation of inequalities in India has been the use of capital-intensive 
technology. This is the case not only with private enterprises, but also 
with public enterprises. “In a capital short economy, the adoption of an 
advanced industrial technology results in employing a few workers with 
the aid of a great deal of capital while denying a host of others any 
capital to employ themselves with ” Thus the use of capital-intensive 
technology in the private sector of the economy, both rural and urban, 
had led to greater concentration of wealth and income in the hands of a 
few and deprived the masses of larger and gainful employment 
opportunities. * 

7. Unemployment and Underemployment. One of the prominent 
reasons for this unequal distribution of income is widespread unemploy- 
ment and underemployment. More than two and a half decades of 
planning has failed to relieve unemployment and underemployment in 
the country. Rather, it has accentuated them. Inequitable distribution 
of the means of production, capital-intensive technology, inadequate 
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development etc,, are some of the factors responsible for increasing 
unemployment and underemployment. As a result, the poor are 
becoming poorer. 

8. Low Productivity. Low productivity per unit of labour is also 
another factor for increasing inequalities in India. Low productivity 
keeps the income levels of the people low. A worker with low 
productivity cannot earn more and thus remains poor. And the gap 
between the rich and the poor continues to widen because the rich have 
been able to increase their incomes continuously. 

9. Population Growth. The phenomenal growth in population during 
1951-81 has been another factor in increasing economic inequalities in 
the country. During these three decades, population increased on an 
average at the rate of 2.2 per cent per annum. This increase has been 
primarily shared by the lower middle and the poorer sections of the 
society. With already low levels of income, the increase in family 
members has further reduced their incomes and brought them to the 
brink of poverty line. The worst hit are the landholders who have been 
burdened by the growth pressure of population on their tiny holdings, 
whereas the large landholders are affected the least because of larger 
resources. This has forced the former to sell their meagre holdings to the 
latter. Thus further accentuating income and wealth inequalities. 

10. Inflation. One of the prominent causes of income inequalities has 
been the spiral inflation since the end of the first Plan in India. Whereas 
the prices have been rising continuously, the income of the fixed income 
groups has failed to increase proportionately. As a result, the white 
collar middle class, the blue collar working class, the landless 
agricultural workers and the small landholders are being reduced to 
abject misery and poverty. On the other hand, the big landlords, the 
businessmen, the profiteers, the speculators, the blackmarketeers, the 
traders and the industrialists have been earning larger incomes and 
amassing wealth. Thus inequalities of income and wealth are on the 
increase with the continuously increasing prices. 

Policy Measures 

The policy measures, aiming at reduction in income and wealth 
inequalities, should be redistributive in nature. They should work 
towards the general socialisation of the means of production, the 
removal of economic concentration, the increase in the income levels of 
the mass of the people. All measures serve a dual purpose: to 
redistribute income, and to remove poverty. In fact, the problems of 
poverty and income inequalities are so interwoven that when one is 
solved the other is simultaneously resolved. Some of the policy 
measures are discussed below: 
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1. Land Reforms. Since the majority of people live in rural areas and 
are dependent on agriculture, speedy implementation of land reform 
legislation is essential for equitable distribution of income and wealth. 
As a first step, there should be redistribution of the available land 
among the landless agricultural workers and those having very little 
land. It requires the implementation of legislation on ceiling on land 
holdings. Second, the tenunal conditions should also be improved. Last, 
but not the least, land reforms should also embrace such measures as the 
provisions for cheap and adequate credit facilities, better seeds and 
fertilisers, and marketing of agricultural produce. Thus land reform 
measures will raise the total produce and hence the share of the 
cultivator in the total produce. In this way, his income will increase. 

2. Employment Opportunities. The principal instrument of policy 
relating to income distribution is the creation of additional employment 
opportunities, both in the rural and urban sectors. To provide 
employment opportunities to the unskilled labour in rural areas suitable 
public works programmes should be designed and organised. Intensi- 
fication of cropping practices and establishment of agro-based and rural 
industries can also help in providing gainful employment to the 
agriculturists. 

As regards the educated unemployed, while the emphasis should be 
on labour-intensive industrialization, the need for providing self- 
employment opportunities should not be overlooked. The latter require 
on the job or professional training, financial help from the banks and 
Other financial institutions, and facilities for raw material supplies and 
marketing. 

3. Wage Policy. For an effective income distribution there should be 
a national wage policy, both for the organized and the unorganized 
sectors of the economy. It requires ensuring not only minimum wages 
for industrial workers but also increasing the share of wages in total 
value added. But all increases in wages should be closely related to 
increases in productivity in order to avoid inflationary pressures 
following the former. It is, however, not possible to follow such a wage 
policy in the unorganized sector where a small amount of irregular and 
intermittent employment is enveloped in a mass of unemployment and 
underemployment. The Agricultural Minimum Wages Act has been on 
the statute book for over 20 years and everyone acquainted with its 
operation knows that it cannot be enforced. “...But minimum wages 
have no meaning unless at the same time employment is guaranteed at 
the prescribed minimum wage.” Therefore, the solution for the 
unorganized sector is to provide gainful employment opportunities as' 
detailed above. 

4. Price Policy. It is an undeniable fact that continuous rise in prices 
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has eroded large chunks of the income of the masses, and increased 
profit margins of the producers, and distributors and thus accentuated 
income inequalities. This necessitates stabilising the price level. Since 
increases in prices are regarded as inevitable in a developing economy, 
the Draft Fifth Plan suggested: (/) revisions in wages and dearness 
allowances at periodical intervals in keeping with changing prices of 
essential consumer goods and also on the basis of recorded productivity 
growth, and ( ii ) “pegging the prices of essential commodities at 
relatively low levels for ensuring supplies of reasonable quantities 
through a system of public distribution, obviating the need for very 
frequent changes in dearness allowances and wages.” The success of the 
latter system, in turn, depends on two conditions: first, a reasonable 
quantity of the required commodity is obtained at prices which are 
below the open market prices, and the distribution costs of such 
commodities are kept as low as possible; second, the list of essential 
commodities should be reasonably small and the commodities must be 
homogeneous in character. Thus the Plan recommends a system of dual 
pricing whereby the low income groups are supplied certain essential 
commodities at low prices through a network of fair price shops so that 
they are not hit hard by rising prices, In short the Government should so 
intervene in commodity markets as to influence both the pattern of 
output and relative prices through taxes and subsidies on domestic 
production and consumption, tariffs and subsidies on imports and 
exports, and various terms of quantitative restriction on both domestic 
production and foreign trade. 8 

5. Social Security. Social security measures, such as free education 
and health services, cheap housing and supply of essential commodities, 
etc. tend to improve income distribution. They not only increase the 
real income of the working classes but also their efficiency. 

6. Population Control. One of the important policies relating to 
income distribution over the long run is to control the growth rate of 
population. Larger families mean lower per capita income. So to 
increase per capita income, there is the need to adopt family planning 
practices on a wide scale. Population can be controlled by the 
propagation and use of cheap and effective contraceptives and spread of 
education. 

7. Labour-Intensive Techniques. To minimise inequality in the means 
of production and to provide larger employment opportunities for 
improving income distribution, the use of labour-intensive techniques is 
an important instrument of policy. Such techniques should be adopted 
in tlie industrial and agricultural sectors of the economy. As aptly 


* II. B. Chevcry et a/., op. cit., p. 74. 


Economic Inequalities in India 


773 


pointed out by Dandekar and Rath, “The only method to distri- 
bute... .capital in a capita! short economy is to adopt a technology which 
would require less capital to employ a worker and hence, with given 
capital, would employ a large number of workers. It is for this reason 
that the adoption of a labour-intensive technology is advocated. This 
certainly can be a method by which the small amount of capital that the 
economy has may be distributed among a large number of workers.” 

8. Fiscal Policy. Fiscal policy plays a crucial role in reducing 
disparities in income and wealth. Personal income and wealth should be 
so taxed that the taxes may operate on the size distribution of income. 
Taxes should be progressive which should curb conspicuous consump- 
tion and siphon off a major part of unearned incomes into the State 
exchequer. In particular the burden of indirect taxes should not be more 
on the lower, middle and poorer sections. Stringent measures should be 
adopted to unearth black money and tax evasion. The Wanchoo 
Committee has recommended a number of measures towards this 
direction, such as implementation of an appropriate urban land policy, 
including socialisation of urbamzable land, a greater degree of social 
control on the supply of highly volatile agricultural commodities like 
raw cotton and oilseeds; effective measures for preventing the smug- 
gling of gold and highly valuable luxury items, etc. Further, as already 
pointed above, public expenditure should be directed towards those 
channels which raise the real incomes of the lower, middle and poorer 
groups of the society, that is, in providing social security. 

9. Reducing Concentration. To reduce concentration of economic 
power, every effort should be made to encourage small industries. 
Besides, an efficient and dynamic public sector is an important policy 
measure towards this direction. New entrepreneurs should be encour- 
aged in areas which lack in competitive investment. And by ensuring 
improvement in productivity through better industrial relations and 
providing larger incentives to agriculturists, the domestic market should 
be rapidly developed. The MRTP Act should be implemented earnestly 
by the Monopolies Commission in order to prevent restrictive pnee and 
output policies, and to reduce concentration of economic power in the 
hands of a few business houses or groups of firms. 

10. Backward Areas. Agricultural and industrial development in 
backward areas is essential for raising the income levels of the people 
and reduce disparities of income and wealth. Agricultural productivity 
should be increased by providing new dry fanning technology, irrigation 
facilities, and improved inputs. Fiscal and other concessions should be 
provided to attract private entrepreneurs for starting new industries. 
Efforts should be made to locate public undertakings in such areas 
provided raw material facilities are available. Roads, canals, power and 
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other basic infrastructure should be established in order to provide 
gainful employment to the people of the area. Thus with the 
development of backward areas, agricultural and industrial productivity 
would increase, employment opportunities would expand, incomes 
would rise and concentration of economic power in a few hands and 
region would be reduced. 

Thus a variety of instruments ranging from direct attacks on poverty 
and unemployment and asset inequality to more indirect fiscal and other 
measures are required to reduce inequalities of income and wealth. 



Chapter 72 

UNEMPLOYMENT IN INDIA 


Unemployment has been one of the most persistent and unmanageable 
problems facing India. At the same time, one of the objectives of Indian 
planning has been to remove unemployment and achieve full employ- 
ment. 

Nature of Unemployment in India 

The unemployment problem of India is such that more has been 
written on it than that of any other country in the world, according to 
A.K. Sen. 1 Still there is no unanimity among the economists over the 
nature of unemployment in India. Sen distinguishes between the income 
aspect, the production aspect, and recognition aspect. On the other 
hand, Raj Krishna discusses four criteria of unemployment: time, 
income, willingness and productivity. 2 What Raj Krishna calls “willing- 
ness’*. Sen calls “recognition”. We discuss these criteria one by one 

The time criterion refers to the number of. hours or days spent in 
gainful work.' A person is “severely underemployed" if he is engaged in 
gainful work for 28 hours or less in a week, and “moderately 
unemployed” if he is engaged for more than 28 hours but less than 42 
hours in a week. 

A person may be employed on some wage or income but the income 
which he earns may not be sufficient for him to rise above the poverty 
level. There are many persons in India who work full time in terms of 
hours per day (time criterion) but earn very little income so that they are 
still poor. They are hawkers, petty traders, workers in service and repair 
shops, etc.’, in urban areas and casual labourers in rural areas. 

A person is considered to be underemployed if he “is forced by 
unemployment to take a job that he thinks is not adequate for V 
purpose, or not commensurate with his training " This is the wilhr.cn-'* 
or recognition criterion. Under this criterion, there are also J 7 *''-’ 
“voluntarily” unemployed persons in urban areas who are search - w 
specific types of jobs because of their special educational qua?.’* 


‘A K. Sen, Employment Technology and Detdcpocst. 1975 
2 Raj Krishna, -Ijoemployment in India", Econcnnc 2nd Political w 
1979. 
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or training. They refuse to accept jobs which they feel to be below their 
status and are dependent on their parents or relatives for financial help 
during this period of unemployment. 

The productivity criterion refers to “disguised unemployment” 
prevalent among the self-employed and hired labour force in rural 
India. A person is said to be disguised unemployed if his contribution to 
output is less than what he can produce by working for normal hours of 
■work per day. 3 

Sector-wise, unemployment in India is of two types: rural and urban. 
The majority of the population lives in rural India and is engaged in 
agriculture and allied activities. Due to a backward agriculture and the 
seasonal nature of agricultural operations, there is widespread open and 
disguised unemployment. 

On the other hand, urban unemployment is of two types: industrial 
unemployment and unemployment among the educated. The increase 
in population, the seasonal nature of agricultural operations,- the 
recurrence of drought or floods and the spread of urbanisation has led to 
migration of people from rural to urban areas. But the industrial sector 
has failed to expand along with the growth of labour force thereby 
increasing industrial unemployment. 

With the rapid expansion of educational facilities, the number of 
educated persons has been on the increase. But the number of persons 
receiving formal education is much higher than those receiving technical 
education. So the number of persons seeking clerical jobs far exceeds 
those seeking technical jobs. As the conditions prevail in the country, it 
has not been possible to increase employment opportunities for both 
categories due to structural rigidities. Hence unemployment among the 
educated has tended to increase with the spread of education. 

Extent of Unemployment and Underemployment in India 

Due to conceptual and statistical difficulties, the estimates of 
unemployment and underemployment are neither accurate nor reliable. 
As the Report of the Committee of Experts on Unemployment 
Estimates (1970) observed: “It is our view that estimates of growth in 
the labour force, of additional employment generated in the plans and 
of unemployment at the end of the Plan period presented in one 
dimensional magnitude are neither meaningful nor useful indicators of 
the economic situation.” 

Despite these handicaps, we give below some estimates of employ- 
ment and unemployment during the plans. But they just reflect the 
trend. The estimates of the Planning Commission at the end of each 


, For detailed explanation refer to Chapter 2. 
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Five-Year Plan reveal thai the total unemployment at the end of each 
Plan had been on the increase. At the beginning of the First Plan there 
were 3.3 million unemployed which increased to 5.3 million at the end 
of the Plan. The number of the unemployed increased to 7.1 million at 
the end of the Second Plan, to 9.6 million at the end of the Third Plan, 
and to 13.6 million at the end of the Fourth Plan. Since these estimates 
were uni-dimensional, they failed to show the extent of unemployment 
and underemployment in rural and urban areas. Hence they were 
discontinued from the beginning of the Fifth Plan. 

Thereafter, the Planning Commission has been making estimates of 
the unemployed on the basis of the usual status which relates to the 
chronic unemployed in rural and urban areas. The Sixth Plan had 
estimated a net addition to the labour force of the order of 34 million in 
the age group of 5-plus during 1980-85. The backlog of usual status 
unemployment at the beginning of March 1980 was estimated at 12 
million. These two together indicated the magnitude of employment to 
be generated during the Sixth Plan. The estimate of usual status 
unemployment at the beginning of the Seventh Plan was 40 million. 

The estimates of the educated unemployed in India are neither 
accurate nor reliable because they are based on the figures available 
with the employment exchanges. There are* two principal defects in the 
data supplied by the employment exchanges. One, not all educated 
persons get themselves registered with them. Two, manv continue to be 
on the registers of the employment exchanges even when the> get jobs 
because they are in search of better jobs. The number or educated 
manpower of matriculates and graduates and above won estimated a 1 
47.72 million in 1985. 

Causes of Unemployment in India 

The widespread unemployment in India has Seer cjc to a number v * 
causes which are detailed below: 

1. poverty. Poverty and unemployment a.*? Siamese 
person is poor because he is unemployed He u- —employed beo* ~ ' 
is poor. Being poor,. he does not posse* -sources to Hr 
employed. This is illustrated by the in n a rr — ci cseaapfoyr**' 
in terms of monthly per capita exp rr . r — ~ as roeaiee > — 

round of National Sample Survey Pecans ~ die 

group per capita per month had unerrx>=a rates K 
rural India and 29.2 per cent ir India. A- "* 

expenditure increases, the inadear ~ znemploy-'’ - -t. n 

dines. For instance, persons m as apes crperc. - ran.-,— r- 

and above per capita per momr zic :m=mpk wr- 
and 4.9 per cent for rural am mmm India 
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2. Excessive Increase in Population. India has been experiencing a 
population explosion since 1961. For the decades 1961-71 and 1971-81 
population increased at the rate of 2.5 per cent, annually. With such a 
high rate of population growth the labour force has been increasing 
rapidly over the Plan periods. For instance, the labour force is expected 
to increase at an annual rate of 2.46 per cent for plus-5 age group, at 
2.56 per cent for pius-15 age group and at 2.55 per cent for 15-59 age 
group between March 1985 and 1990. To absorb this large growing 
labour force, it has not been possible to generate so many employment 
opportunities. Consequently, unemployment and underemployment 
have tended to increase. 

3. Slow Growth of Indian Economy. The increase in employment 
opportunities is intimately related to the growth of an economy. Despite 
more than three decades of planning, the Indian economy has grown at 
a compound trend rate of growth of GNP of 3.31 per cent for the period 
1961-62 to 1973-74 and of 4.1 per cent for the period 1973-74 to 
1983-84. The vast and varied natural resources of the country still 
remain underdeveloped and unutilized. The transformation of agricul- 
ture has been very slow. The development of the industrial sector has 
been sluggish. As a result, employment opportunities have failed to 
develop pari passu with the increase of labour force. 

4. Backward Agriculture. One of the principal causes of widespread 
unemployment and underemployment in India has been the nature of 
agriculture operations. About 70 per cent of the population in the 
country is dependent upon agriculture which has low income per worker 
and per unit of land. This is because too many are engaged in 
agriculture, and being poor cannot use improved methods of cultiva- 
tion. Moreover, agriculture is a seasonal occupation because irrigational 
facilities are not available throughout the year. Further, there is the 
absence of alternative or supplementary employment opportunities such 
as poultry rearing, dairy farming, bee-keeping, fisheries, food proces- 
sing and other cottage industries due to poverty. Consequently, people 
in rural areas are chronically and partially unemployed. The green 
revolution in certain States of India has benefited the rich and large 
farmers more. The use of tractors by them has reduced the need for 
farm labour. Dr H.K. Mammohan Singh’s field studies in Ludhiana 
district of Punjab in 1977 reveal that the use of tractors impinged heavily 
on employment opportunities for human labour. 4 

5. Lack of National Employment Policy. There has been lack of 
national employment policy in our Five-Year Plans. Except for men- 

1 “Populatioa Pressure and Labour Absorbability in Agriculture and Related Activities 
Analysis and Suggestions based on Field Studies Conducted in Punjab", E.P.W . , 17 
> March 1979. 
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tioning a few schemes and projects in the various Plans, no specific 
policy was laid down to remove unemployment. Rather, the creation of 
employment opportunities was regarded as a by-product of devclop- 
ment in the first three Five-Year Plans. Moreover, there has been the 
complete absence of any legal provision to implement employment 
generating schemes. There has also been no serious effort at manpower 
planning. As a result, in the absence of a clear-cut employment policy, 
unemployment and underemployment have tended to increase with 
each Plan. 

6. Existence of Excess Capacity in Industries. The majority of indus- 
tries in India have been operating under excess capacity since 1967. The 
main reasons for this tendency have been erratic power supply, trans- 
port bottlenecks, shortage of raw materials, industrial unrest, etc. As a 
result, industries are not in a position to work to their full capacity and 
hence they are not able to absorb enough labour. 

7. Emphasis on Capital-Intensive Techniques. Since the beginning of 
the Second Five-Year Plan, industrial development in the country has 
been based mainly on the adoption of capital-intensive techniques of 
production which have failed to generate sufficient employment oppor- 
tunities. The industrialists in India have been constantly resorting to 
“rationalisation, modernisation, automation mechanisation, market 
manipulation and other labour saving devices and thus the process of 
replacing of human labour by machines* has been a continuous one. 
Even the emphasis by the Government has been on the establishment of 
capital-intensive industries, irrigation projects, road-building equip- 
ment, etc., which fail to absorb enough labour force 

8. Government Policy Towards Private Enterprise. The policy of the 
Government towards the private enterprise is also not conducive to its 
growth. The private enterprise has to operate under strict Government 
control and regulation which enforces a rigid licensing policy and heavy 
Corporation taxes. Moreover, a price-wage spiral, as a consequence of 
inflationary pressures in the economy, further discourages private 
enterprise from starting new ventures and expanding the existing ones. 
AH this has failed to create new employment opportunities. 

9. Defective Educational System. Unemployment among the edu- 
cated is due to defective educational system which the country inherited 
from the Britishers. It imparts general and literary education devoid of 
any practical content. No effort has been made to develop our educa- 
tional system in keeping with the manpower requirements of the 
economy. The adoption of the “open door policy" at the secondary and 
university levels has created more unemployment among the educated. 
Such persons are fit only for w hite-collar jobs w hich are not av ailablc to 
all.- No doubt for some time past the trend has shifted towards 
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commerce, engineering, medicine and other technical jobs, but due to 
the lack of a proper manpower planning unemployment is also found 
among them. 

Policy Measures 

Keeping in view the causes of unemployment.and underemployment 
the following remedial measures are suggested: 

1. Changing the Pattern of Production. Employment can be created 
by changing the pattern of production in India. Emphasis should be laid 
on the production of those goods which use more labour and less capital 
investments. In fact, such goods should be manufactured as are needed 
more by the masses so that they have a ready market. 

2. Adoption of Labour-Intensive Techniques. Leaving aside such 
areas as pertain to heavy industries, defence, chemical, power, genera- 
tion, atomic and oil installations, etc., labour-intensive techniques 
should be adopted in new field of production. It may be what Schu- 
macher termed “intermediate technology,” or the adaptation of im- 
ported technology to the country’s factor endowments so as to absorb 
more labour. For the creation of such employment-intensive techni- 
ques, R and D are needed on a vast scale. 

3. Encouragement to Small Enterprises. Under the scheme of self- 
employment, tiny and small industries should be encouraged. For this, 
they should be provided liberal finance, technical training, raw mate- 
rials and infrastructural facilities, including marketing of products. A 
study of Punjab reveals that Rs one lakh of investment in fixed assets 
provides employment to 15 workers in the small scale sector as against 3 
workers in the large scale sector. Therefore, it is better to encourage the 
establishment of small scale industries which are employment-intensive. 

4. Full Utilization of Excess Capacity. The Government should en- 

deavour to remove such bottlenecks as power supply, raw materials and 
transport so that industries which are working below capacity should 
produce to their full capacity. This would not only increase output but 
also generate more employment. . . . 

5. Policy of Decentralisation. The lack of gainful employment in small 
areas has led to the migration of ‘people to metropolitan areas in search 
for alternative employment. This has created the problems of urbanisa- 
tion such as housing, water, transport, etc. It is, therefore* advisable to 
encourage the setting up of industries in and around small towns 
preferably relating to the local factor endowment, that is, sugar factories 
in areas growing sugarcane, cotton ginning, spinning and weaving 
factories around a cotton growing area, etc. The establishment of 
agro-based, cattle-based, or forest-based industries depending upon the 
nature of the local resources available near the rural areas would not 
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only lead to the development of such areas but also provide larger 
empjoyment opportunities to the people there. 

6. Population Control. The problem of unemployment in India will 
be hard to solve unless there is population planning and control. The 
phenomenal rate at which labour force is increasing in the country can 
be provided gainful employment by any means. It is, therefore, 
imperative that adequate measures are taken to propagate the need for 
family planning. 

7. Restructuring the Educational System. To solve the problem of the 
educated employment, India should restructure her educational system. 
Liberal education should be imparted up to the middle standard, and 
there should be the vocationalisation of education at the secondary 
level. College and university education should be restricted only to 
those who attain a high level of academic achievement. So far as the 
requirements of engineering, medical, administrative, commercial and 
other higher levels of technical education are concerned, they should be 
based on a proper manpower planning of the economy in keeping with 
the present and future demand for skilled personnel. 

8. Measures for Rural l)nempIo)ment. The number of underem- 
ployed and unemployed is very large in the rural sector. They arc 
primarily landless agricultural workers and marginal farmers. This 
necessitates the strict enforcement of land reforms so that land should 
go to the tiller. In addition, the small and marginal farmers should be 
encouraged to start such subsidiary industries as dairy farming, poultry 
breeding, bee-keeping, fish culture, etc., so that they may supplement 
their incomes and also remain partially employed In areas which are 
dependent on rains for agricultural operation, such rural works 
programmes as road-building, canal digging, soil conservation, 
afforestation, drinking water schemes, buildings for schools, and health 
centres, etc., should be started during the slack season. Persons 
employed should be paid partly in kind and partly in cash. 

Government Measures 

The various development programmes adopted since the beginning of 
the planning in India have generated sizeable employment opportunities 
in different sectors. But rural unemployment has become a formidable 
problem for the planners. Labour force living in rural areas is 
characterised by widespread underemployment with inadequate work 
and low incomes. To solve this problem, the Government has started a 
number of schemes in rural areas. 

(1) The National Rural Employment Programme (NREP) envisages 
generation of employment opportunities of the order of 300-400 million 
mandays every year. The aim is to provide employment in the 
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agricultural seasons through productive activities in rural areas. The 
programme operates in close conjunction with other development 
works. During the Sixth Plan there was a provision of Rs 1,620 crores 
for this programme and it generated 1,170 million mandays. 

(2) The Rural Landless Employment Guarantee Programme 
(RLEGP) was introduced in 1983. The basic objectives of the plan are: 

(a) to improve and expand employment opportunities for rural landless 
with a view to providing guarantee of employment to at least one 
member of every landless labour household up to 100 days in a year; and 

(b) creation of durable assets for strengthening the rural infrastructure 
which will lead to rapid growth of the rural economy. Assistance under 
the programme is provided to the State/UT Governments on 100 per 
cent grant basis. Funds amounting to Rs 600 crores were allocated to 
them in the last two years of the Sixth Plan and 260.15 million mandays 
of employment were generated during these years. 

(3) The Integrated Rural Development Programme (IRDP) aims at 
raising the poorest among the poor above the poverty line by providing 
productive assets and employment financed by the Government and 
banks. It was expected to cover 15 million families in all the blocks of 
the country during the Sixth Plan, and on the average 3,000 families in 
a block were provided assistance through this programme. A sum of 
Rs 1,500 crores was provided in the Plan for this programme. The banks 
were asked to provide another Rs 3,000 crores by way of loans to 
selected beneficiaries. Further, back-up facilities in infrastructure, 
community projects and assistance to voluntary agencies are also 
provided. 

(4) The scheme of Training Rural Youth for Self-Employment 
(TRYSEM) was started in 1979 with the principal objective of removing 
unemployment among the rural youth. The target is to train about 2 
lakh rural youths every year at the rate of 40 youths per block of the 
country. It aims at equipping the rural youth with skills to enable them 
to become self-employed. A rural youth from a family having an income 
of less than Rs 3,500 per year is eligible for selection. Preference in 
selection is given to those who have aptitude for innovation and 
entrepreneurial activities. Priority is also given to members of SC/ST 
and women. The mode of training is through institutions under master 
trainers. During the Sixth Plan 9.4 lakh rural youths received training 
under TRYSEM and about 50 per cent of them have taken up 
self-employment in agriculture, industry and service sectors. 

(5) 1 he Food for Work Programme (FWP) aims at creation of 
additional employment in rural areas on works of durable utility in the 
form of foodgrains as wages. 

(6) The Operation Flood II Dairy Development Project is expected 
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to benefit 8 million milk producing families while other dairy develop- 
ment schemes would benefit about 5 million additional families. 

, (7) Fish Farmers’ Development Agencies have been designed to help 
-fishermen families in adopting modern techniques and training in 
fisheries culture. 

(8) There are numerous schemes to assist in the development of 
khadi, village and small industries, including handloom, handicraft, 
-sericulture, etc. These are likely to provide employment to an additional 
9 million persons. 

, (9) Moreover, various components of the Minimum Needs Program- 
me are meant to generate substantial additional employment in 
infrastructure and social services in rural areas 
. (10) Many State Governments are operating special employment 
programmes in rural areas for unskilled labour on the pattern of the 
Employment Guarantee Scheme (EGS) of the Maharashtra Govern- 
ment. The scheme provides gainful and productive employment to rural 
unskilled labour by raising durable community assets, like roads, canals, 
bunds, and soil conservation schemes The scheme guarantees right to 
work at a wage of Rs 6 per day Similar schemes have been started 
in Tamil Nadu, Gujarat. Andhra Pradesh, Madhya Pradesh and 
Karnataka. 

(11) Besides, there are irrigation, flood control and CAD prog- 
rammes which provide large employment opportunities in rural jrcas, 
particularly for the weaker sections like the landless labourers The 
activities which offer large employment opportunities under irrigation 
and C.A.D. sectors are: (a) construction of canals where medium and 
large projects of dam construction arc substantially complete, (b) 
complete on-farm development works, field channels and drainage 
channels of C.A.D. works; (c) minor irrigation works, and (d) flood 
control embankment and anti-erosion works to protect mer banks 

For the urban educated unemployed, a scheme for Self-Employment 
to Educated Unemployed Youth has been started through District 
Industries -Centres all over the country excepting towns having a 
population of over 10 lakhs. It covers matriculates and abo\e in the age^, 
group of 18-35 without any access to alternative sources of finance. The 1 
scheme which involves giving of a composite loan of Rs 25,000 ' • 
setting up ventures in industry, service and small business through 
banks. 

Besides, under the National Emplojmcnt Service (NES) a network of 
employment exchanges, university employment information and gui- 
dance bureaux had been set up throughout the country. They assist all 
types of employment seekers and also carry out other functions, such as 
vocational guidance and employment counselling for better utilization 
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of human resources, the collection and dissemination of employment 
and occupational research. Moreover, it is obligatory for all establish- 
ments in the public sector and non-agricultural establishments in the 
private sector employing 25 or more workers to notify their vacancies 
with certain exemptions to the employment exchanges and supply 
periodic information. Further, a weekly journal Employment News is 
being published in English and Hindi which publishes information about 
all types of jobs being notified by private, semi-government and 
Government organisations. 

To conclude with Professor M.L. Dantwala an employment strategy 
in India should have three basic ingredients: (1) a policy to maintain 
the highest possible growth rate for the economy; (2) a policy having a 
more labour-intensive pattern of production; and (3) a policy to regulate 
{he technological change so that the growth rate of employment is 
maintained at a satisfactory level. 

OUTPUT VERSUS EMPLOYMENT 

The literature on economic development in the 1950s and 1960s 
emphasised the expansion of the modern industrial sector as a 
precondition for the rapid economic development of a developing 
economy. It was argued that the development of the industrial sector 
not only produces for the domestic market but also for the foreign 
market by following the policy of import substitution-. Further, the 
expansion of this sector also absorbs surplus labour that migrates to 
urban areas in search of jobs. This is because with the expansion of 
industrial sector agriculture recedes into the background and thus 
releases labour for the urban sector. 

But this reasoning is misconceived because it is based on the 
experience of industrialised countries. In the latter, there has been a 
tendency to equate total economic growth with industrial expansion. On 
the other hand, in developing countries the problem is one of providing 
larger employment opportunities in rural areas where the majority of 
labour force is concentrated. Expansion of the modern industrial -sector 
with the main objective of maximising output cannot solve ■ the 
problem of urban unemployment. In many developing coutv the 
growth of industrial output has been more than the of 

employment in the industrial sector. For example, the r 
distribution of Gross Domestic Product (GDP) in the industriV in 
India was 20 per cent in I960 and 27 per cent in 1984 . But the ; 
of labour force engaged in this sector was 11 and 13 fort! 

In Brazil, the contribution of the industrial sector to GDP w;;- 35 

per cent in 1960 and 1984 respectively, while the percentag. 
force employed in this sector was 15 and 27 respective!;. 
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Even the pace of industrialization has been much slower than that of 
urbanisation in such countries. Consequently, the percentage of total 
population living in cities far exceeds the percentage employed in the 
industrial sector. For example, 18 per cent of the total population in 
1960 and 25 per cent in 1984 in India was living in urban areas, while the 
total labour force employed in industry was 11 per cent and 13 per cent 
for the two years. Similarly in Brazil, 46 per cent of the total 
population in I960 and 72 per cent in 1984 was living in urban areas. Of 
this, 15 per cent and 27 per cent respectively were employed in 
industry for the two years. Thus there is a conflict between the 
objectives of maximisation of output and maximisation of employment 
in developing countries. 

So far as a developed country is concerned there is no conflict 
between the two objectives. It is theoretically argued that given a 
technique of a particular capital intensity the growth rate of output and 
employment will be the same. But technical changes take place over 
time which tend to increase labour productivity The increase in 
productivity may be due to education and improved training and better 
management techniques. Or, it may be due to (he use of capital- 
intensive techniques. If labour productivity increases fewer workers are 
needed to produce the same level of output Hence the growth rate of 
employment will be less than the growth rate of output. But the 
experience of developed countries suggests that generally there is 
positive relation between the growth of output employment and labour 
productivity. The use of more capital-intensive techniques of production 
results in more output, large profits, higher savings and to higher growth 
rate of employment in the future. Thus the growth of output will be 
higher than the growth of employment. 

The apparent conflict between output and employment in developing 
countries arises from the fact that such economics have been using 
capital-intensive techniques in all sectors. But they have not been able 
to maximise either output or- employment. The use of imported, 
expensive and inappropriate capital-intensive machines and equipment 
cannot be put to their full capacity in such countries due to the lack of 
adequate technical personnel and infrastructural facilities like power, 
transport, raw materials, etc. Further, the small size of the local market 
stands in the way of full capacity use of such techniques of production. 
Even though the use of such technology increases labour productivity 
somewhat, yet it reduces total factor productivity due to the non- 
availability of other factors of production The latter, in turn, raises the 
average costs of production As a result, output cannot be maximised. 
On the other hand, such capital-intensive techniques f- : * •** ''' "* 

new employment opportunities. 



786 


The Economics of Development and Planning 


So the current trend in developing countries is to sacrifice the 
)bjective of output to employment, and to evolve a development 
strategy which is employment-oriented and aims at more equitable 
redistribution of income. The usual arguments advanced for preferring 
jmployment to output are the following: 

When employment increases, income also rises in the economy. 
Increased incomes of the masses create more demand for the basic 
consumer goods produced locally. Since such goods are labour-in- 
tensive, they tend to create more employment opportunities and lead to 
increased incomes. This process becomes self-reinforcing which ulti- 
mately raises the levels of output and employment within the economy. 

The creation of job opportunities is a better method for redistribution 
of income than the use of final and social security measures like 
taxation, unemployment, relief, etc. More jobs mean a widespread 
distribution of income in the community. 

Of all the evils of a modern society, unemployment is the worst. It 
demoralises the people who lose self-respect. Breeds contempt for the 
society. Compels the unemployed to resort to evil practices like dacoity, 
robbery, murders, pick-pocketing, etc. Mass unemployment may even 
endanger political stability. It is, therefore, wiser to sacrifice output 
levels to employment. 

The creation of employment opportunities is related to the location of 
work in a developing economy. The majority of the unemployed reside 
in rural areas who should be provided employment there. For this, 
employment-intensive projects like road construction, water supply, 
irrigation, rural schools, housing and community health centres, 
dairying, forestry and fisheries are required to be started. Even for 
other agro-based industries like sugar and textiles, labour-intensive 
methods should be used. 

But the problem of urban unemployment is one of long-run which 
cannot be tackled successfully unless the flow of migrants from rural 
areas is checked. Of course, this is a difficult proposition. Therefore, the 
solution of urban unemployment requires the creation of employment 
opportunities at a high rate, not only in the present but also in the 
future. This involves the use of the both capital-intensive and 
labour-intensive techniques whereby the conflict between output and 
employment has to be reconciled in the long run. 


Chapter 73 

NATIONAL INCOME OF INDIA 


MEANING 

National income is used interchangeably with national dividend, 
national output, and national expenditure. On this basis, national 
income has been defined in a number of ways. In common parlance, 
national income means the total value of goods and services produced 
annually in a country. In other words, national income is the total 
amount of income accruing to a country from economic activities in a 
year’s time. It includes payments made to all resources in the form of 
wages, interest, rent, and profits. Simon Kuznets defines national 
income as “the net output of commodities and services flowing during 
the year from the country’s productive system in the hands of ultimate; 
consumer.” A United Nations report defines national income on the 
basis of the systems of estimating national income: as net national * 
product, as addition to the shares of different factors, and as net 
national expenditure in a country m a year’s time. In practice, while 
estimating national income, any of these definitions may be adopted 
because the same national income would be derived. 1 

METHODS OF MEASURING NATIONAL INCOME IN INDIA 

Dr V.K.R.V- Rao was the first Indian economist who computed the 
national income of India in a scientific manner He combined the 
product method with the income method to arrive at India's national 
income for 1931-32. For this purpose, he divided the economy into three 
sectors. In the first sector, he included agriculture and allied activities 
bke forests, mines, fisheries, hunting and pastures. He applied the 
product method to calculate the income of this sector. He included 
industry, transport, trade, domestic services, professions, and public 
services in the second sector. The third sector included property and 
other items which could not be included in the other two sectors. Rao 
calculated the income of the second and third sectors by applying the 

’For the determination of national income, refer to my Microeconomic Theory. 
Chapter 15, and for concept* and measurement of national income. Chapter 2. A 
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income method. He estimated the output of agriculture and allied 
activities at current prices and added it to the income from the other two 
sectors. To these was added net income from abroad in order to arrive 
at the national income estimates. Thus Rao used a mixed method for 
computing India’s national income. 

The first systematic official estimates of national income began to be 
made with the appointment of the National Income Committee in 
August 1949 consisting of Professors Mahalanobis, D.R. Gadgil and 
V.K.R.V. Rao. The Committee submitted its report in April 1951 and 
the final report in February 1954. In the first report, it gave estimates of 
national income for the year 1948-49 along with the breakdowns of the 
estimated income. The total national income was analysed by industrial 
origin, the character of the enterpise, and the net output per engaged 
person in various occupations. The final report contained estimates of 
national income for the years 1948-49, 1949-50 and 1950-51 both at 
current and constant prices. 

After the release of these two reports, the national income estimates 
of India have been prepared and published regularly by the Central 
Statistical Organisation (CSO). This organisation estimated India’s 
national income till 1964-65 at both constant (1948-49) and current 
prices by using the concepts, statistical material and methodology as 
emplpyed by the National Income Committee. These estimates came to 
be known as the conventional series. 

The estimates of national income for the period 1948-49 through 
1964-65 were obtained by combining the product and income methods. 
The product method was used to estimate the gross output from 
agriculture, animal husbandry, fisheries, forests, mining, and factories. 
From the gross value of output was deducted the value of raw materials 
used, service inputs and depreciation of assets in order to arrive at the 
net value of output. The income method was used to estimate the 
income of small enterprises, trade, transport, domestic services, 
professions, house property and public services. This was calculated by 
multiplying the average net earnings per person by the total number of 
persons engaged in the respective sectors. 

Keeping in view the importance of national income estimates for 
purposes of planning, CSO introduced many methodological changes in 
the estimation of national income. Accordingly, it prepared “revised 
series of national income at 1960-61 prices and current prices for the 
period 1960-61 to 1964-65 in 1967 which were subsequently carried 
backward to 1950-51 and forward to 1975-76. These estimates were 
further revised in 1976-77 at current prices and 1970-71 (constant) 
prices. Now these estimates computed by the CSO at both current and 
constant (1970-71) prices are made available from 1950-51 onwards for 
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every year. 

In preparing these estimates, the CSO follows the product anc 
income methods. The product method is used in the commoditj 
producing sectors like agriculture, forestry, fishing, mining, etc., anc 
manufacturing. In order to estimate the net output of these sectors, the 
value added approach is used. This approach has already been 
explained above. The income method is "employed fpr computing 
income from tertiary or service sector such as banking, transport, trade, 
public services, etc. The procedure for calculation is to multiply pei 
person average earnings by the number of people working in a 
profession. To the combined estimates so arrived at by using the 
product and income methods are added the estimates of net income 
from abroad. This gives the estimates of net national income or product. 
To arrive at the gross national product or income, depreciated value of 
assets is added to the net national product. 

DIFFICULTIES OF MEASURING NATIONAL INCOME LN INDIA . 

No doubt India has made much progress in estimating the country’s 
national income, yet national income data are incomplete and unreli* 
able because of certain limitations. They are discussed below: 

(а) There is a substantial non-monetized sector in India which makes 
the calculation of national income difficult. A great deal of what is 
produced in the subsistence sector is either exchanged for other goods 
or is kept for personal . consumption. This tends to understate the 
national income. 

(б) There is the lack of occupational specialization in the country 
which makes the calculation of national income by distributive shares or 
by industrial origin difficult. Besides the crop, farmers often produce a 
variety of products like eggs, milk, articles of clothing, etc . that are 
never included in the national income estimates. 

(c) In India people are mostly illiterate and do not keep any accounts, 
and even if. they do, they are reluctant to disclose their correct income. 
In such a situation only rough estimates are possible 

(d) National income estimates include only those goods and services 
which are commercially used. But in India people living in rural areas 
and manufacturing artic!es.of consumption from rudimentary goods are 
able to avoid many expenses. They build their own huts, garments and 
other necessities. Thus relatively fewer goods are channelised through 
the market, and therefore are not included in the national income 
estimates. 

(e) The computation of national income in terms of 
underestimates the real income. It does not include the re \ 
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producing an article, the effort or sacrifice of leisure foregone in the 
process of production. The income earned by two persons may be the 
same, but if one works for longer hours than the other, there is some 
justification in saying that the real income of the former is underesti- 
mated. Thus the national income does not take into account the actual 
cost of production of a commodity. ' 

(f) In calculating national income, good number of public services are 
also taken which cannot be estimated correctly. How shohld the police 
and military services be estimated? In the days of war, the forces are 
active, but during peace they rest in cantonments. Similarly, to estimate 
the contribution made to national income by profits earned on irrigation 
and power projects in terms of money is also a difficult' problem. 

( g ) Again, as the National Income Committee Report pointed out, 
“The reduction of the numerous economic activities of the millions of 
people in a country to common denominator that permits quantitative 
measurements is clearly beset with intellectual difficulties. How does 
one add together the services of a street sweeper with those of the Prime 
Minister, the product of a village carpenter with that of a steel mill?” 

(h) National Income is always measured in money, but there are a 
number of goods and services which are difficult to be assessed in terms 
of money, e.g., painting as a hobby by an individual, the bringing up of 

\ children by the mother. Similarly, when the owner of a firm gets 
married to his lady secretary, her services, though a part of national 
income, are not included in it. By excluding all such services from it, the 
national income will work out to be less than what it actually is. 

(i) Income earned through illegal activities such as gambling, or illicit 
extraction of wine, etc. is not included in national income. Such goods 
and services do have value and meet the needs of consumers. But by 
leaving them out, the national income works out to less than the actual. 

( j ) Another difficulty in calculating national income is that of price 
changes which fail to keep stable the measuring rod of money for 
national income. When the price level in the country rises, the national 
income also shows an increase even though the production might have 
fallen. On the contrary, with a fall in the price level, the national income 
shows a decline even though the production might have gone up. Thus 
due to price changes the national income cannot be adequately 
measured. To solve this difficulty, statisticians have introduced the 
concept of real national income, according to which the prices of the 
year in question are assessed in terms of prices of the base year. But this 
does not solve the problem of calculating the national income, because a 
number of new products which the country produces now are not 
included in the base year. Since development is a continuous process 
and new products are fast coming up in the country, the estimation of 
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national income even at constant prices does not'give accurate figures. 

(£) But the greatest difficulty in the accurate estimation of national 
income m India has been the non-availability of adequate data 
pertaining to such activities as crop production, fisheries, forestry, 
animal husbandry, small enterprises, petty shopkeepers, construction 
sectors, etc. Besides production data, cost data are also not available in 
the case of such activities which make the estimation of national income 
by value added difficult. 

For estimating the national income by the income method, correct 
and adequate data on earnings and on the number of persons employed 
in the tertiary sector are not available. The main sources for the number 
of persons employed in the service sector are the census figures and NSS 
rounds. But the figures of censuses and NSS rounds are unsatisfactory 
because they are based on different concepts and definitions. In certain 
cases, income tax statistics are taken for calculating earnings which are 
also not reliable because people avoid a major part of their incomes 
from the tax-net. . 

Further, accurate and complete information on earnings from real 
estate and house property in the form of rent and interest earned by 
persons is not available which understates the national income 

Moreover, uptodate and comprehensive data on consumption ex- 
penditure, saving and investment of the rural and urban population arc 
not yet available to estimate the national income by the expenditure 
method in India. Neither is there any machinery for their collection in 
this vast country. 

•' IMPORTANCE OF NATIONAL LNCOME ANALYSIS IN INDIA 

National income data are of great importance for India’s economy. 
These days the national income data are regarded as accounts of the 
economy, which are known as social accounts These refer to net 
national income and net national expenditure, which ultimately equal 
each other. Social accounts tell us how the aggregates of a natiass 
income, output and product result from the income of differed 
individuals, products of industries and transactions of internad-^ 
trade. Their main constituents are interrelated and each partua-^ 
account can be used to verify the correctness of any other 
Based scry much on social accounts, the national income 
much importance. 

National income data form the basis of national police* ***- * 
employment policy, because these figures enable us to 1 ' -T 

direction in which industrial output, investment, saving. * ' 
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Thus proper measures can be adopted to bring the economy to the right 
path. 

In the process of planning, the national income data are of great 
importance. For economic planning, it is essential that data pertaining 
to the country’s gross income, output, saving, consumption and 
investment from different sources should be available. Without these, it 
is difficult to plan for the future. National income data are also used by 
economists to build planning modes of the economy. 

The national income data are also made use of by the research 
scholars of the country. They make use of the various data of the 
country’s input, output, income, saving, consumption, investment, 
employment, etc., which are obtained from social accounts. 

National income data are significant for a country’s per capita income 
which reflects the economic welfare of the country. The higher the per 
capita income, the higher the economic welfare, and vice versa. 

National income statistics enable us to know about the distribution of 
income in India. From the data pertaining to wages, rent, interest, and 
profit we learn about the disparities in incomes of different sections of 
the society. Similarly, the regional distribution of income is revealed by 
these data. It is only on the basis of these that the government can adopt 
measures to remove the inequalities in income distribution and to 
restore regional equilibrium. With a view to removing these personal 
and regional disequilibria, decisions to levy more taxes and increase 
public expenditure also rest on national income statistics. 

Further, as pointed out by the National Income Committee, 
“National income statistics provide a wide view of the country’s entire 
economy, as well as of the various groups in the population who 
participate as producers and income receivers and that, if available over 
a substantial period, they reveal clearly the basic changes in the 
country's economy in the past and suggest, if not fully reveal, trends for 
the future.” 

Last but not the least, national income estimates help in comparing 
the level of progress of different countries. From a study of the national 
income figures of countries, it can be known which countries are 
developed and which the backward. For national income statistics 
reflect the growth rate of the country and the standard of living of the 
people. 

INDIA’S NATIONAL INCOME DURING THE PLANNING PERIOD 

The estimates of India’s national income both at current and constant 
prices are available in three series. The first are conventional series 
based on 1948-49 prices. The second are revised series based on 1960-61 
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prices. The third are new series based on 1970-71 prices. It is, therefore, 
better to analyse the trends of India’s national income during different 
Plans in terms of the New Series. 

The table reveals that during the First Plan, 1950-51 to 1955-56, 
national income at current prices rose by about 5 per cent but it rose by 
19.3 per cent at constant prices (1970-71 = 100). This large difference is 
due to two factors: one, prices did not nse much during 1950-51 to 
1955-56, in 1970-71 prices were much higher. Hence the computation of 
national income at 1970-71 prices shows inflated estimates. 

But the estimates of national income at current prices from 1955-56 
onwards show that India’s national income increased at a tremendous 
rate. This is reflected not only by the absolute figures but also by the 
index number of national income at current prices. These reveal that 
prices have been continuously rising since the beginning of the Second 
Plan. It is, therefore, advisable to analyse the trends in national income 
at constant prices, because they reflect changes in real income over the 
years and eliminate the effect of changes in prices. 

Over the Second Plan, national income at constant prices rose by '21.5 
per cent. But during 1960-61 to 1965-66 and 1965-66 to 1968-69, national 
income increased slowly by 11.8 per cent and 12.6 per cent respectively. 
This was due to unprecedented drought conditions and fall in 
agricultural and industrial production. But conditions improved during 
1968-69 to 1974-75 and 1974-75 to 1978-79 when national income rose by 
19.6 per cent and 27.1 per cent respectively over these Plan periods. 

After two years of reasonable economic growth, the year 1979-80 
witnessed a decline of 5.5 per cent in real national income. This was 
because “severe drought gripped large parts of the country and rainfall 
was erratic in other parts with the result that agricultural production 
declined by 10 per cent in sharp contrast to the record harvest in 
1978-79. Industrial production declined marginally, again in contrast to 
the increase of 7.6 per cent in 1978*79. Owing to the poor performance 
of power, coal and rail transport the infrastructure emerged as a severe 
bottleneck on production.” 2 

During the first year (1980-81) of the Sixth Plan the economy 
recovered and the national income at constant prices increased by 7.4 
per cent over the previous year. This was due largely to the ambitious 
investment programmes of Sixth Plan. In 1981-82, almost all the sectors 
picked up the growth rate stipulated in the Plan and the national income 
went up by 53 per cent. The year 1982-83. however, proved to be a very 
bad year for agriculture with severe drought, flood and cyclones in 
different parts of the country. The industrial production also fell to 3.9 
per cent. Consequently, the growth rate decelerated to 2.4 p ^nt ut 
*G.Q I-. Economic Suncy, 1979-80 
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1982-83. In 1983-84, the growth rate of NNP was 8.1 per cent due to a 
good performance of the economy. It dropped to 3.5 per cent in 
1984-85. 

But the above estimates of national income do not reflect the true 
picture of the performance of the Indian economy. This is because the 
annual growth rates of national income even at constant prices 
(1970-71 = 100) have been varying considerably over the Plan periods 
and have occasionally exceeded the targeted growth rates. This is 
revealed by Table 73.1 which shows that except for the First Plan. 
Second Plan, and the Fifth Plan, annual growth rates of national income 
at constant prices did not reach the targeted growth rates. Even the 
achieved growth rates did not touch the 5 per cent level except for the 

Table 73 . 1 . Annual Growth Rates of Net National Income 


Plan/Year 

Targeted 

Actual 'at cons- 
tant Prices 
(1970-71) 

First Plan Period 

2.1 

3.6 

Second Plan Period 

2.5 

4.0 

Third Plan Period 

5.6 

2.5 

Three Annual Plans Period 

5.2 

4.1 

Fourth Plan Period 

5.7 

3.5 

Fifth Plan Period 

4.4 

5.2 

Sixth Plan Period 

5.2 

5.4 


Fifth and Sixth Plan. This shows that the growth of national income in 
India had been using unsatisfactory, being 4 per cent on the average 
for the six plans. 

If we compare India’s growth rate of national income with other low 
income countries, we find that India does not compare favourably with 
even such countries as Burma, Sri Lanka, China, Pakistan and 
Bangladesh as shown in Table 73.2. 


Table 73.2 Average Annual Growth Rate of GDP 


Country 

1965-73 

1973-84 

India 

3.9 

4.1 

Bangladesh 

__ 

5.0 

Burma 

2.9 

6.0 

Sri Lanka 

4.2 

5.2 

China 

7.8 

6.6 

Pakistan 

5.4 

5.6 


Source: World Development Report, 1986. 




National Income of India 


795 


Tbe table reveals that during the two periods 1965-73 and 1973-84, 
India’s real GDP had been almost stationary at 4 per cent on the 
average. Moreover, it was lower than the majority of low income 
countries listed above. 

Tables 73.1 and 73.2 further reveal that India's national income is not 
only low but has also been fluctuating considerably, sometimes nsing 
and at other times declining. The main reason has been our dependence 
on agriculture which is still in a state of uncertainty. Whenever there is a 
set-back in agriculture due to an unfavourable .weather, there is a 
simultaneous set-back in industry. There have been acute shortages of 
power and materials, poor industrial relations, and transport bot- 
tlenecks which have been responsible for the existence of idle capacity 
in industries and the subsequent consequences in the form of inflation 
and erosion of public resources. “An unstable giowth rate affects tbe 
average level of performance not just arithmetically but also through the 
effects of instability on the distribution of income, price expectations, 
the motivation to invest, innovate and take risks and on the volume of 
public savings.” A study conducted by the Birla Institute of Scientific 
Research 5 points out that one of the major constraints resulting in a low 
NNP is the poor technological growth rate in the Indian economy The 
technologies failed to keep up with the increasing rate of investment in 
the successive five-year plans resulting in steep rise in the capital-output 
raito, thereby making investment uneconomic. The rate of technologic- 
al growth during 1951-80 had been between 0.7 to 1.1 per cent whereas 
in other countries a growth rate of 3 per cent is maintained, as in Japan. 
Referring to the technological growth in the three vital sectors — 
agriculture, industry, and services- — the study points out that id 
agriculture it had been far below the warranted growth rate of 2.9 per 
cent. In the industrial sector, the rate of growth of technologies fell from 
1.6 per cent in the 1950s to 1.1 per cent in the 1970s, whereas it should 
be 2.3 per cent. In the case of railways, the growth rate has been 1 .9 per 
cent, and in electricity it has been 1.3 per cent. There has been no 
technological progress in mining and quarrying. However, in the case of 
services, especially hotel and restaurants, the growth rate of technolo- 
gies has been 5.4 per cent. 4 The overall impact of these factors has 
tended to keep the national income of tbe country at a low !c\el 

NATIONAL INCOME BY SECTORAL DISTRIBUTION 
National income is the total of contributions of the various production 

% Tbc Economic Times, 14 January 19&5- 

-for a detailed atudy ,ol the causes o! Icy* national income, read the Uvi sccuoa ol the . 
next chapter. 
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sectors of the economy, such as the primary, secondary and- tertiary. 
The sum of net value added of these sectors gives the total net national 
income. This is known as national income by sectoral distribution or by 
industrial origin. The amount contributed by different sectors is 
different, depending upon the level of economic development of the 
country. In an underdeveloped country like India, the contribution of 
the primary sector to national income is very large, and that of the other 


Table 73.3 National Income by Sectoral Distribution at 1970-71 
Prices in Percentages 



Sector/Industry . 

1970-71 

1974-75 

1978-79 

1984-85 

1 . 

Agriculture, forestry and 
logging, fishing, mining 
and quarrying 

50.6 

46.6 

44.2 

38.2 

2. 

Manufacturing construc- 
tion, electricity, gas and 
water supply 

19.8 

20.6 

21.8 

21.6 

3. 

Transport, communica- 
tions and trade 

15.9 

17.3 

18.0 

19.7 

4. 

Banking and insurance, 
real estate and ownership 
of dwellings aud business 
services 

4.9 

5.1 

5.7 

7.0 

5. 

Public administration 
and defence and other 
services 

9.6 

10.7 

10.4 

13.4 

6. 

Gross Domestic Product 
at factor cost 

100.8 

100.3 

100.1 

99.9 

7. 

Net Factor Income from 
abroad 

(-)0.8 

(~)0-3 

(— )0.3 

+0.1 

8. 

Gross National Product 

100.0 

100.0 

100.0 

100.0 


Source: Central Statistical Organisation. 


sectors is comparatively low. But in a developed country, the 
contribution of the secondary and tertiary sectors is large and that of the 
primary sector is very low. As the economy develops, there is shift away 
from the primary to secondary activities and from secondary to tertiary 
activities. Thus the contribution of the primary sector to national 
income gradually declines and of the secondary and tertiary sectors 
increases with economic development. 

India s national income by sectoral distribution is divided into six 
major groups. They are: (1) Agriculture, forestry and logging, fishing, 

Primary sector includes agriculture and allied activities; secondary sector includes 
industries and manufacturing; and tertiary sector includes transport, banking, trade and 
other services. 
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mining and quarrying. (2) Manufacturing, construction, electricity, gas 
and water supply. (3) Transport, communications and trade. (4) 
Banking and insurance, real estate and ownership of dwellings and 
business services. (5) Public administration and defence and other 
services. (6) Net factor income from abroad. The sum of income 
originating from groups (1) to (5) is the gross domestic product or 
income. When net factor income from abroad (group 6) is added to the 
gross domestic income, we get gross national income. Sectors in group 
(1), refer to the primary sector, in group (2) the secondary sector, and in 
groups (3), (4) and (5) combined relate to the tertiary sector. The 
contribution of different sectors to India’s national income at constant 
prices (1970*71 *= 100) is shown in Table 73.3 which reveals that: 

1. The contribution of agriculture, forests, fishing, mining has been 
gradually declining over the years The contribution of these activities in 
1950-51 (at 1970-71 prices) was 61.5 per cent which declined to 56.7 per 
cent in 1960-61, to 50.6 per cent in 1970-71, to 46.6 per cent by the end 
of the Fourth Plan (1974-75), to 44 2 per cent by the end of the Fifth 
Plan (1978-79), and to 38.2 per cent in 1984-85, the end of the Sixth 
Plan. The decline in the contribution of the primary sector to India’s 
national income from the beginning of the First Plan to the end of the 
Sixth Plan by 23.3 percentage points is a definite sign of India's march 
towards economic progress. 

1 2. The contribution of manufacturing, construction, electricity, gas 
find water supply to India’s national income has been gradually 
increasing. In 1950-51, it was 14.5 per cent at constant prices 
(1970-71 = 100). It rose to 17 per cent in 1960-61. to 19.8 per cent in 
1970-71 , 20.6 per cent at the end of the Fourth Plan to 21 8 per cent at 
the end of the Fifth Plan, and to 21.6 per cent in 1984-85. However, the 
increase in the contribution of the secondary sector to India’s national 
income has been very slow since 1970-71. The mam reasons for this 
trend have been erratic power generation, shortages of materials, and 
bad industrial relations leading to the presence of excess capacity in 
manufacturing, construction and other industries. 

3; 77ie contribution of transport, communications and trade has also 
been increasing continuously. It rose from 10.6 per cent m 1950-51 to 
13.5 per cent in 1960-61, to 15.9 per cent in 1970-71. to 17 3 per cent in 
1974-75, and to 18.9 per cent in 1979-80 But the contribution of this 
sector to India’s national income was around 17 per cent between 
1972-73 to 1977-78. Esen during 1978-79 to 1984-85, its contribution 
increased only from 18 to 19.7 per cent. This was primarily because the 
performance of railways had been unsatisfactory. Net tonne kilomct"' 
of traffic remained more or less stationary due to an offsetting mere 
in the average distance of traffic. The present network of the raih 
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system has reached a plateau,There has been virtually no replacement of 
aged rolling stock and track renewals. Further, this sector failed to 
generate more income because of the shortage of diesel and rising prices 
of petroleum products needed for road transport. 

4. The contribution of banking and insurance to India’s national 
income has been increasing over the planning period. It rose from 0.9 
per cent in 1950-51 to 1.3 per cent in 1960-61, to 4.9 per cent in 1970-71, 
to 5.7 per cent in 1978-79 and increased to 7 per cent in 1984-85. This 
sector has been generating more income after the nationalisation of 14 
banks in 1969., 

5. The contribution of public administration, defence and other 
services to India’s national income was 8 per cent in 1950-51 which rose 
to 9 per cent in 1960-61 and then marginally to 9.5 per cent in 1970-71. 
After that it varied around 10 per cent from 1972-73 to 1978-79, and 
then rose to 11.9 per cent in 1979-80, and 13.5 per cent in 1984-85.The 
principal reasons for these stationary trends first for the period 1950-51 
to 1959-60, then for the decade 1960-61 to 1970-71, and finally for the. 
period 1971-75 to 1978-79 had been the increase in D.A., and revision of 
grades of Government employees with the rise in the cost of living 
index, and increase in defence expenditure. 

The above analysis of national income by sectoral distribution (or 
industrial origin) reveals that agriculture and allied activities still occupy 
a predominant position in the structure of India’s national income. But 
the contribution of this sector to national income has been declining. On 
the other hand, the contribution of the secondary sector to India’s 
national income has remained low. It has failed to rise above 22 per 
cent. Its growth has been very low for the reasons already noted above. 
For a real transformation of the Indian economy, the contribution of 
this sector must increase at a rapid pace. But it is a matter of satisfaction 
that the contribution of the tertiary sector (items 3, 4 plus 5) has 
increased to 40 per cent during more than thirty years of planning. This 
pattern of structural change in Indian economy has deviated from the 
development pattern of western economies. These economies experi- 
enced first a shift from primary to secondary sector and only in their 
advanced stage did they experience a significant shift in favour of 
tertiary sector. This pattern of development enabled them to transfer 
growing labour force from primary to secondary sector. In India this has 
not been possible because the secondary sector has not expanded fast 
enough to absorb the growing rural labour force. The fast expanding 
tertiary sector has been able to absorb skilled and trained labour force. 
The unskilled and uneducated ruralmasses have continued to struggle 
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in the primary sector and those who have been forced out by economic, 
social and political factors have joined the urban slum sector . 6 


< X3. Th'tnraaiah, “National Income". The Ccc-nonuc Time*. 11 



Chapter 74 

SAVING, INVESTMENT AND GROWTH RATES 


In the economic plans of India, the saving and investment rates are 
taken as percentage of national income, and the overall growth rate of 
the economy is estimated as average percentage per year during the plan 
period. We analyse the trends of saving, investment capital formation 
and growth rates in this chapter. 

SAVINGS 

Much importance has been given to savings in India, plans for economic 
development. This is because the rate of investment cannot be increased 
without increasing the rate of saving. Savings are an important source 
for meeting the financial resources of plans. In order to meet the 
financial resources of a plan, savings are mobilised from the following 
sources: 

1. Public savings which include budgetary savings and savings from 
public enterprises. 

2. Private corporate savings. 

3. Savings of non-credit cooperative societies. 

4. Savings of financial institutions which include Reserve Bank of 
India, scheduled banks, Government financial institutions, non- 
Government financial institutions, credit cooperative societies. 

5. Domestic savings include net financial assets. They are (a) increase 
in money, increase in deposits which include increase in the deposits of 


Table 74.1. Domestic Saving and Investment (At Market Prices) 


Year 

Saving as per cent Investment os per cent PUn 

of GDP of GDP Period ending 

1950-51 

10.2 

10.0 


1955-56 

13.9 

14.3 

First 

1960-61 

13.7 

16.9 

Second 

1965-66 

15.7 

IS. 2 

Third 

1968-69 

14.1 

15.4 

3-Annual 

1975-74 

15.0 

23.0 

Fourth 

1978-79 

24.7 

24.8 

Fifth 

19S4-S5 

22.9 

24.4 

Sixth 
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scheduled banks, cooperative societies, non-banking companies, terai- 
lending institutions, and of private corporate financial institutions; (b) 
increase in the funds of LIC; (c) provident funds which include Central 
and State Governments’ provident funds, employees’ provident funds, 
and other provident funds; (d) corporate and cooperative shares and 
debentures along with units; (e) smalt savings, loans, deposits and 
misellaneous Government liabilities; (/) net financial assets (after 
deducting financial liabilities) and physical or real assets 
' Statistics about national income, saving and investment in India are 
incomplete and unsatisfactory. Different data relating to national 
income, saving and investment are presented for the same year by the 
NCEAR, the Reserve Bank of India and the CSO. The reason is that 
these institutions use different concepts and methods for estimating 
these data. Table 74,1 shows data relating to saving and investment for 
the different p/an periods as calculated by the CSO. 

During the First Plan savings increased from 10 9 per cent in 1950-51 
to 13.9 per cent in 1955-56, best fell marginally to 13.7 per cent at the 
end of the Second Plan. Savings to 15.7 per cent by the end of Third 
Plan (1965-66) they declined to 14.1 per cent in 1968-69. The main 
causes of the decline in savings during these years were droughts and the 
existence of unutilised capacity in industries. During the Fourth Plan, 
the increase was 15 per cent in 1973-74 and by the end of the Fifth Plan 
the actual growth was 24.7 per cent in 1978-79. The saving rate was 22.9 
per cent by March 1985. 

For data relating to savings by sources, we are dependent upon the 
estimates given by the Reserve Bank of India which are different from 
the figures given in Table 74.1 


Table 74.2 Net Savings by Source as Percentage of NNP 


Year 

Public 

Corporate 

Household 

PlM 

1955-56 

\1‘ 

05 

49 

First 

, 1960-61 

1.6 

05 

65 

Second 

1965-66 

32 

04 

72 

Third 

1968-69 

2.0 

02 

67 

Fourth 

1973-74 

1.7 

03 

80 

Fourth 

1978-79 

3.2 

0.7 

12 9 

Fifth 

1964-85* 

75 

20 

150 

Sulh 


Estimated as percentage of GNP- 

Table 74.2 reveals that the majority of savings in India are beintz - 
by the householder sector. Government institutions also mak 
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contribution to the national savings while tne contribution of the cor- 
porate sector has been negligible. Household savings continued to rise 
during the first three five-year Plans. They rose from 4.9 per cent to 6.5 
per cent and to 7.2 per cent respectively. Similarly, Government savings 
increased from 1.2 per' cent to 1.6 per cent and to 3.2 per cent over the 
three five-year Plans. But savings ofthe three sectors declined during the 
three Annual Plans due to droughts and declined in industrial 
production. Household savings increased from 6.7 per cent in 1968-69 to 
8 per cent by the end of the Fifth Plan (1973-74), but Government 
savings declined from 2 per cent to 1.7 per cent over the same period. 
The main reason for this decline was the fall in the profits of public 
undertakings. The estimates of the Planning Commission for the Fifth 
Plan reveal that Government, corporate, and household savings 
increased considerably. They were 3.2 per cent, 0.7 per cent and 12.9 
per cent respectively in 1978-79. By the end of the Sixth Plan (1984-85) 
household savings were estimated to rise to 15 per cent while of the 
Government and corporate sectors were expected to increase to 7.5 per 
cent and 2 per cent respectively. . 

This analysis of savings by source reveals that the majority of savings 
are made by the household sector which are 75 to 84 per cent of the total 
savings. These come from small savings and upper income families. The 
contribution of the non-Govemment corporate sector has been very low 
which points towards the low growth rate of industrial production. 

It is to be noted that the continuous increase in household savings, 
despite persistent inflationary pressures and steadily rising tax-income 
ratio, are the result of the spread of institutional infrastructure. The 
main supply line of household savings is the urban sector while there are 
few prosperous families in the rural sector in certain regions of each 
State. The emphasis on redistributive measures is likely to lower the 
saving ratio in the future because the low income groups would consume 
more when their incomes increase with redistribution of income and the 
upper income groups would not reduce their consumption even when 
their incomes decline as a result of increase in tax rates. Even moving on 
the presumption that households would spend a lesser proportion of 
their disposable income on consumption, the Sixth Plan envisages a 
decline in the share of the household sector in total savings from 75.2 
per cent in 1979-80 to 66.9 per cent in 1984-85. But increase in 
household income over the Plan period will lead to more consumption. 
Therefore, household savings will decline otherwise on account of 
inflationaty pressures and increase in tax rates. The savings incentives 
provided in the Central budgets for 1981-82 and 1982-83 to income-tax 
payers are not likely to increase savings much because a small 
percentage of the total population comes under the income-tax net. 
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INVESTMENT (GROSS DOMESTIC CAPITAL FORMATION) 

The rate of investment in the Indian economy has been continuously 
rising over the Plan periods, as is apparent from Table 74.1. Investment 
as a percentage of GDP increased from 10 per cent in 1950-51 to 14.3 
per cent 1955-56. It rose to 16.9 per cent by the end of the Second Plan 
and to 18.2 per cent by the end of the Third Plan. It declined in 1968-69 
to 15.4 per cent and rose to 23 per cent in 1973-74 and further to 24.8 per 
cent in 1978-79. It was 24.4 per cent by the end of the Sixth Plan 
(1984-85). 

Table 74.1 further reveals that the investment rate has been higher 
than the savings rate. The gap between saving-investment rates is being 
covered by foreign assistance, foreign exchange reserves and deficit 
financing. 


GROWTH RATES 

The targets of growth rates of the economy fixed for the various plans in 
India have not been achieved except for the First, Second and Fifth 
Five- Year-Plans, fn the First plan, the growth rate of 3.6 percent per 
annum was achieved which was higher than the estimated growth rate of 
2.1 per cent. During the Second Plan also, the actual growth rate was 
higher than the targeted growth rate. It was 4 per cent against 2.5 per 
cent. In the Third Plan the actual growth rate was much lower than the 
targeted, the former was 2.2 per cent against 5.6 per cent. Similarly, the 
three Annual Plans (1966-67 to 1978-79) achieved an average growth 
rate of 4 per cent against the targeted growth rate of 5.2 per cent The 
Fourth Plan showed a much larger decline in the actual growth rate as 
compared to the estimated growth rate, the former was 3 4 per cent 
against the latter rate of 5.7 per cent. But the Filth and Sixth Plan 
achieved a higher growth rate of 5.2 per cent and 5.4 per cent per annum 
respectively. Between 1950-51 and 1984-85, the average rate of growth 
of national income was 4 per cent. 

The principal causes of the growth rate being lower than 5 per cent 
per annum during the Plan periods have been: (i) poor performance in 
the agricultural sector; (ii) underestimation of the expected time of the 
implementation and completion of big irrigation and power projects; 
(j/i) overestimation about the efficiency of investment operations and 
production targets and profits in all sectors; (iv) shortage of forcip 
exchange and crises arising from inflationary pressures, supply con- 
straints and transport bottlenecks; and lastly, high capital-output rasa- 

Paradox of High Saving and Investment Rates and Sluggish Gro»** * 

A paradox that is apparent in the Indian economy has been Hf" 



804 


TheEconomicsof Development and Planning 


of capital formation and sluggish growth rate of income. Between 
1950-51 and 1984-85, the average growth rate of national income was 4 
per cent per annum whereas both saving and investment rates as 
percentage of national income have been on the increase. Saving as a 
percentage of GDP increased from 10 per cent in 1950-51 to 22.9 per 
cent in 1984-85 and investment as percentage of GDP, increased from 
10 per cent in 1950-51 to 23.4 per cent in 1984-85. 

The growth rate of the economy is determined by trends in 
agricultural and industrial production in India. The trend growth rate of 
agricultural production during 1950-51 to 1978-79 was 2.7 per cent. The 
same trend continued during the Sixth Plan. The principal problems 
from the point of view of agricultural growth have been: “(a) the uneven 
rate of agricultural progress in various regions leading to considerable 
regional disparities in the level and pace of development; ( b ) the wide 
amplitude of yearly fluctuations in agricultural production; (c) the 
stagnation in production of several important crops like pulses and 
oilseeds; (d) the need for technologies, services and public policies that 
can help ecologically disadvantaged regions and also promote greatest 
labour absorption; and (e) the inadequacy of institutional framework 
for enhancing the productivity of small farmers and for producer- 
oriented marketing.” 

Between 1950-51 and 1978-79, the trend growth rate of industrial 
production was 6.1 per cent. But it was not uniform. It was 8 per cent 
during 1951-65 which slowed down to 4 per cent in 1965-79 and to 3.9 
per cent in 1982-83, but picked up to 6.8 per cent in 1984-85. Many 
constraints have been identified both on the demand side and the supply 
side for the deceleration in the growth rate since 1965. The factors on 
the demand side have been: demand deficiency due to a significant 
decline in the scope for import substitution, inflationary pressures, and 
the failure of the domestic demand for manufactured goods to increase 
due to the worsening of income distribution. The principal factors on 
the supply side have been; the slow growth of agricultural productivity 
restricting the supply of raw materials, the inadequate expansion of 
infrastructural facilities, deceleration of public sector investment, the 
movement of terms of trade against industry, the foreign exchange 
constraint, the licensing, taxation and credit policies adversely affecting 
the private sector, etc. 

Besides, an other factor which has been keeping growth rate of 
income low despite high saving and investment rates has been high 
capital-output ratio over the planning period. The capital-output ratio 
reflects the quantum as well as productivity of investment. The figures 
of high capital formation do not represent the real picture of the 



Saving, In vestment and Growth Rates 


805 


economy because they are in ‘gross’ terms and not in ‘real’ terms. 
Further, they are at market prices and not at constant prices. Thus there 
has been a shortfall in real investment in the public sector especially due 
to price escalation that has led to shortfall in targets of growth rate 
during every Plan. Another cause for this shortfall in public investment 
has been inadequate return from past ^investment in power, irrigation, 
transport and public sector manufacturing industries, and shortfalls in 
public sector savings. 

The effect of this shortfall in the quantum of public investment has 
been aggravated by high capital-output ratio than anticipated in the 
Plans. The marginal gross capital-outut ratio at 1970-71 prices was about 
4 per cent in the Second and Fifth Plans and 5.4 and 5.7 per cent in the 
Third and Fourth Plans respectively. Such high capital-output ratios can 
be attnbuted to changes in the composition of investment from 
engineering to chemical industries, rising real costs in such sectors as 
power, imgation and mineral development, and inefficiencies in the 
utilisation and maintenance of existing capital stock. 

Thus the paradox of high capital formation and low growth rate of 
income is the result of high capital-output ratio, both total and sectoral 
It is, in fact, this relationship combined with high population growth 
rate that has been responsible for the existence of proportion ot 
population below the poverty line. 

The obvious remedy for increasing the growth rate of income o a* 
lower the marginal capital-output ratio, given a higher saving rate ,1 “ 
it is not enough to look at the saving-investment ratios "It i' n« s '' " 

to analyse both the capacity-creating effects of investment and 
determining the aggregate level of effective demand and it' 

The impprtant point is that, because of unmobilitv ot ^ vv 

differences in the adjustment process in various vecioi' o" s ^ 

binding constraint may operate simultaneously 1 ^ 

fore, be directed towards removing such conou..*-"-' 
marginal capital-outut ratio and to accelerate co'«- x ' 

and industrial sectors. 



Chapter 75 

TECHNIQUES AND METHODOLOGY OF 
PLANNING IN INDIA 


The term ‘technique of planning’ refers to the art, method or the process 
of drafting a plan, [t may also be used in the sense of the methodology 
or methods used in formulating a plan. In other words, the technique 
and methodology of planning include objectives, priorities, strategies, 
and techniques used in the entire plan-frame of a country. 

Economic planning is a technique, a means to an end, the end being 
the realisation of certain pre-determined and well-defined aims and 
objectives laid down by the central planning authority. The Planning 
Commission had laid down the following objectives in Indian plans: (a) 
to increase national income and per capital income; (b) to expand 
employment opportunities; (c) to reduce inequalities of income and 
wealth, and concentration of economic power; (c/) to eradicate poverty; 
(e) to raise agricultural production; (/) to industrialise the economy; (g) 
to achieve balanced regional development; and (/i) to achieve self- 
reliance so as to minimise the dependence on foreign aid. 

These objectives run through one or the other plan and have been 
evolved with the experience gained in their execution. Pramit 
Chaudhuri has pointed toward three major shortcomings of these 
objectives; “ First , very few of the objectives are quantified or have a 
time-horizon attached to them, with the exception of national income 
targets. Secondly , there is no discussion of the feasibility or consistency 
of the set of objectives that has been chosen. Thirdly , as there is no 
serious recognition of problems of inconsistency between the objectives, 
there is naturally no discussion of trade offs amongst them .” 1 

In order to ahieve the objectives laid down in the various five-year 
plans, the techniques of physical planning and financial planning have 
been used. Physical Planning refers to the technique of target-setting 
with regard to agricultural and industrial production, social and 
transport services, consumption levels, and levels of employment, 
saving, investment, income, etc. On the other hand, the technique of 
financial planning refers to the allocation of resources in terms of 

‘The* Indian Economy— Poverty and Development, 1978 
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money. Financial planning is meant to secure a balance between 
demands and supplies of goods and services, to avoid inflation and to 
bring economic stability within the economy. 

For the success of a plan, both physical and financial targets should be 
mutually consistent and well coordinated. But Indian Plans have failed 
to achieve both macro and micro balances in physical and financial 
targets. For, there are inherent structural rigidities and difficulties in the 
Indian economy which have prevented the attainment of such balances. 
In the majority of Plans, there have been crop failures thus restricting 
the supply in agricultural commodities There have also been shortfalls 
in industrial production due to power shortages, scarcities of raw 
materials, transport bottlenecks, poor industrial relations, etc. At other 
times, there have been shortfalls in financial resources to fulfil the 
physical targets of a plan. These have led to imbalances and inconsisten- 
cies in physical and financial targets to plans, thereby leading to 
inflationary pressures and balance of payment difficulties. 

Mrs Barbara Wootten defined planning “as conscious and deliberate 
choice of economic priorities by some public authority.” Thus planning 
technique involves determination of priorities. The planning authority 
has to decide whether priority is to be given to agricultural reorganisa- 
tion or to rapid industrialisation, to heavy industries or light industries, 
or to power, transport and social ovciheads. 

In the First Plan, the emphasis was to create the necessary economic 
and social overheads like power, transport, public health, education, 
etc. and to develop agriculture in order to create a solid base for 
industrialisation in the subsequent plans. But low priority was given to 
the development of industries and minerals on which only 6 per cent of 
the total outlay was spent. This led to serious shortages of industrial raw 
materials, foreign exchange, etc,, and to nse in prices during the Second 
Plan. 

So in the Second Plan, 20 per cent of the total outlay w as spent ca lie 
development of industries and minerals High priority to this sector & 
considered essential for building a strong capital base and to 
productive and technical capacities within the economy. Moreenr*^ 
was also laid on the development of cottage and small 
create larger employment opportunities. Investment in 
agriculture and irrigation, and social services were also i 
level. But it was reduced on power from 13 per cent in lirn 1 ' ' 

10 per cent in this Plan. 

The failure on the agricultural frost and shortages r 
power and consumer goods led to severe »nn- 
foreign exchange crisis during the Second Plan, 
based scheme of priorities and balanced .< * 
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Third Plan. The scheme of priorities emphasised increase in agricultural 
production to achieve self-sufficiency in foodgrains, to meet the 
requirements of industrialisation and exports; to expand basic indus- 
tries; to utilise fully the manpower resources and to ensure expansion of 
employment opportunities; and to bring about reduction in inequalities 
of income and wealth. 

The last year of the Third Plan experienced acute shortfalls in 
agricultural and industrial production. Agricultural production fell to 
the level of the beginning of the Third Plan. So in the Fourth Plan, 
highest priority (24 per cent) was given to agriculture and irrigation 
development, and the remaining sectors received almost uniform 
priority (19 per cent). The scheme of priorities in other sectors was 
designed to encourage dispersal of industries and increase employment 
opportunities, to remove transport bottlenecks, to fully utilise installed 
power-generation capacity and to expedite the completion of existing 
project's; and to emphasise the spread of education, scientific research, 
family planning, water supply and sanitation schemes, etc. On the 
whole, priorities were so fixed as to maintain stability and progress 
towards self-sufficiency. 

The scheme of priorities in the Fifth Plan was in keeping with the twin 
objectives of the removal of poverty and attainment of economic 
self-reliance. Accordingly, highest priority was given to industrial 
development (24 per cent), followed by agriculture and irrigation 
development (22 per cent), and power (19 per cent). 

The Sixth Plan gave the highest priority to agriculture and irrigation 
(23 per cent) followed by energy, science and technology (29 per cent), 
transport (16 per cent) and industry (14 per cent). The aim was to 
increase agricultural and industrial output, to provide larger employ- 
ment opportunities and to remove poverty. The emphasis is on fuller 
utilisation of existing capacity and on improved functioning of the 
power, coal and transport infrastructure. 

The Seventh Plan accords the highest priority (30.4 per cent) to 
energy, followed by agriculture (22 per cent), social services (16.3 per 
cent), transport (12.S per cent), and industry (12.5 per cent). In 
allocating investable funds in the plan, areas where the rates of return 
are higher or the needs of additional capacity are more immediate have 
been given preference over new projects which will yield output only 
after the Seventh Plan. Second, more emphasis has been laid on 
increases in productivity of the existing capital stock through investment 
in replacement, balancing equipment, and modernisation. Finally, 
stress has been made to ensure balance among the infrastructure 
sectors, the rest of the production sectors and the sector of human 
resource development including poverty alleviation programmes. 
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Techniques and Methodology of Planning in India 

The fixation of investment priorities in the different Indian Plans has 
led to substantial progress in all sectors of the economy. It has increased 
agricultural production manifold, diversified the industrial sector'and 
exports, and increased infrastructural facilities. 

In fact, the determination of investment priorities of a plan arc 
related to its development strategy. The adoption of a particular 
strategy is meant to achieve the objectives and targets of the Plan. There 
are usually two development strategies associated with the Indian 
planning process, one of balanced growth and the other of unbalanced 
growth. In the former, investments are made simultaneously in all 
sectors of the economy. The former strategy requires deliberately 
unbalancing the economy by making large investments in selected 
sectors of the economy. 

Indian planning has been an admixture of balanced and unbalanced 
growth techniques. The technique of unbalanced growth was adopted in 
the Second Plan when greater emphasis was laid on the development of 
heavy industries as against agriculture and irrigation. It led to severe 
foreign exchange crisis and inflationary pressures. So the strategy of 
balanced growth has been followed since the Third Plan, though in 
order to achieve the various balances, the strategy of unbalanced growth 
has been adopted by according high priorities to certain sectors in each 
Plan.. From the Fifth Plan, the minimum needs strategy has been 
adopted within the framework of the balanced growth strategy to 
remove poverty. The strategy underlying Indian plans has helped in 
increasing substantially agricultural and industrial output, infrastructu- 
ral facilities, and national income. But it has been unsuccessful in 
reducing inflationary pressures, income inequalities, poverty and 
unemployment, removing balance of payments difficulties, and achiev- 
ing the goal of self-reliance. 

In formulating Indian economic plans, a number of methodological 
devices have been used from time to time. For instance, the First 
Five-Year P|an was based on a simple application of the Harrod-Domar 
growth model: 

A/— =fo 

a 

where / represents the annual rate of investment, a is the capita! output 
ratio, a is the marginal propensity to save and A / is the increase - 
investment. 

In the model of the Plan, the rate of investment in 1950-51 
assumed as 5 per cent of national income, the capital-output wS ' 
taken as 3:1 and the value of a as 20 per cent Given these 
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parameters, the rate of investment was projected to expand from 5 per 
cent in 1950-51 to 7 per cent in 1955-56. 

For the Second Five-Year Plan. Mahalanobis built a four-sector 
allocation model. On the presumption that maximum funds available 
for investment during the Plan would be Rs 5,600 crores, he allocated 
them to the capital goods sector, the factory produced consumer goods 
sector, the household (including products) consumer goods sector and 
services producing sector. The model aimed at creating larger employ- 
ment opportunities, building a 'strong capital base and increasing 
productive and technical capacities within the economy. 

The Third Plan was based almost on the same model as the Second 
Plan but there was greater inter-industry consistency in its formulation; 
For this, the input-output technique was not actually employed by the 
Planning Commission. Prior to this, J. Sandee had constructed A 
Demonstration Planning Model for India by using the input-output 
technique. Similarly, Manne, Rudra and others built a consistency 
model for India’s Fourth Plan. It was a 30 sector consistency model 
based on the Leontief inter-industry “open” system. But the actual 
model of the Plan was not based on this consistency model. 

It was, however, the Fifth Five-Year Plan which was formulated on 
the basis of an input-output model prepared by the Perspective Planning 
Division of the Indian Planning Commission. The model of the Plan was 
built at 1971-72 prices, the Draft Plan model at 1972-73 prices and the 
Final Plan model at 1974-75 prices. It was a macro-economic 66-sector 
input-output model with a consumption sub-model. The model esti- 
mated commodity- wise production levels by working out their supply 
demand balances through a series of material balance exercises and 
making them consistent with the sectoral growth rates obtained through 
input-output model. To cross-check production levels, more indepen- 
dent studies were also made at the micro-level for specific commodities. 
For purposes of formulation of investment projects and production 
programmes, the projected growth rates were translated into physical 
targets. For certain items like coal, crude oil, iron ore, and cement 
which were taken as independent sectors in the input-output model, the 
targets were worked out directly from the sectoral growth rates. In other 
cases, a detailed system of material balances and other planning 
exercises were employed. 

The use of the input-output technique has also been made in the 
formulation of the Sixth Plan model against the background of a 
perspective covering a period of 15 years from 1980-81 to 1994-95. The 
model consisted of an 89-sector input-output model integrating the Sixth 
Plan period with the perspective period through a 2-1 sector investment 
planning model. In working out the input-output model for the Sixth 
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Plan, technological characteristics of the economy had been taken into 
account. Public consumption expenditure and exports for the terminal 
year of the Plan had been estimated exogenously. Import projects for 
inter-industry use and final use for the terminal jear had been 
endogenously derived through the dse of import coefficient matrices. 
Private consumption expenditure on goods and services in the terminal 
year had been projected through the use of consumption sub-model 
which considered demand functions for people below and above the 
poverty line as well as rural and urban areas separately. The projected 
rates of growth in output in different sectors had been translated in 
terms of physical targets for important commodities in order to facilitate 
the formulation of necessary investment projects and production 
programmes. The physical targets for key commodities had been 
cross-checked through the system of material balances. 

The Seventh Plan model has been prepared on the basis at the 
89-sector classification of the input-output table which has been 
aggregated into 50 sectors. It assumes the rate of domestic savings at 
23.3 per cent of GDP in 1984-85 which is expected to go up to 24.5 per 
cent in 1989-90 which implies a marginal savings rate of 28 4 per cent. 
The broad quantitative frame of the Plan is based on the assumption of 
the overall ICOR of 5. The rate of gross investment is projected to rise 
from 24.5 per cent of GDP in 1984-85 to 25 9 per cent in 1989*90. Based 
on these projections, the sectoral growth rates of output have been 
estimated. The growth rate of agricultural output has been estimated at 
4 per cent; of minerals and industrial goods at 8.3 per cent, of electricity, 
gas and water supply at 12 per cent; of transport at 8 per cent; and other 
services at 6.6 per cent. The sectoral composition of national income in 
terms of gross value added has also been estimated Agriculture and 
related sectors are expected to contribute 33 per cent of GDP in the 
terminal j car of the Seventh Plan. The shares of mining, manufacturing, 
construction, electricity and transport are expected to be 34 4 per cent. 
Thus by the end of the Plan, the contributions of the agricultural sector, 
the industrial sector and the services sector arc, in terms of income 
generated, projected to be roughly about one-third each 

But the input-output models do not provide solutions for the best 
combination of sectoral outputs or optimal combinations of techniques 
of production in each of the sectors. The important problems in 
economic planning are the allocation of scarce resources among 
competing sectors, and within each sector, there is a choice between 
providing the required output either by domestic production or by 
imports and it is necessary to find the optimum pattern of import 
substitution. The linear programming models provide the necessary 
extension of the consistency models of the mput-ouiput variety to 
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optimisation criteria. Given the objective of maximisation of income or 
employment, the linear programming models provide optimal solutions 
for combinations among sectors of techniques, including optimal 
combinations of domestic production and imports in each sector." The 
planning authority is faced with certain constraints such' as lack of 
sufficient capital and machinery, growing population, etc. The input- 
output models do not take into consideration such constraints in 
formulating a development plan. Linear programming models take due 
note of these constraints and help in evolving an optimum plan for 
attaining the objectives with a specified period of time. But no 
programming model has been used in formulating any economic plan in 
India so far. • 

The methodology of planning based either on the Harrod-Domar 
type model or the Mahalanobis model or the input-output models has 
failed to achieve the stipulated growth rates of income and per capita 
income, and the targeted growth rates in the various sectors of the 
economy. Consequently the Indian Five-Year Plans have not been able 
to remove poverty, unemployment, reduce inequalities of income and 
wealth, and attain the goal of a self-reliant economy. Further, power 
shortage, transport bottlenecks, balance of payments problem, and 
inflationary pressures have continued to persist despite more than 35 
years of planning. 


-Nurul Islam, "The Relevance of Development Models of Economic Planning” , 
Economic Bulletin for Asia an d the Far East, June-September 1970. 


Chapter 76 

PLANNED GROWTH WITH SOCIAL JUSTICE 

INTRODUCTION 

Objectives of economic plans in the developing countnes in the 1950s 
stressed the increase :n growth rates. By the end of the 1960s and the 
beginning of the 1970s, economists began to realise that planned growth 
in such economies had failed to bnng social justice. They found that 
emphasis on the growth rates had increased poverty, inequality of 
income and wealth, and unemployment, instead of reducing them. The 
very idea of growth without social justice has been called into question 
by economists and policy makers They hold that development strategy 
should be oriented toward greater social justice. Economic develop- 
ment should aim at maximising the growth of GNP and at the same time 
eradicate poverty, reduce disparities of income and wealth, and create 
larger economic opportunities. 

The question whether social justice has to be sacrificed for larger 
growth, or is it possible to achieve social justice along with growth, has 
already been discussed under Growth vs Equality in Chapter 71. 

In the present chapter, we discuss problems of growth with social 
justice along with their remedies in the Indian context. Growth with 
social justice or distributive justice means that planning should lead to 
greater equality in income and wealth; there should be progressive 
reduction of concentration of income, wealth and economic power; and 
benefits of economic growth should accrue more and more to the 
relatively less privileged class of society 

INDIAN PLANS AND GROWTH WITH SOCIAL JUSTICE 

The question arises how far our plans have achieved economic growth 
with social justice. 

The First Five-Year Plan was a preparatory and transitional plan. So 
it did not lay down any objective for achieving growth with social 
justice. It was the Second Plan which aimed to secure to the greatest 
extent possible opportunities for weaker and unpm ilcgcd sections of the 
people. The Plan had the broad objective of establishing a socialist 
pattern of society in 'a welfare state. Keeping in view this broad 
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optimisation criteria. Given the objective of maximisation of income or 
employment, the linear programming models provide optimal solutions 
for combinations among sectors of techniques, including optimal 
combinations of domestic production and imports in each sector . 2 The 
planning authority is faced with certain constraints such* as lack of 
sufficient capital and machinery, growing population, etc. The input- 
output models do not take into consideration such constraints in 
formulating a development plan. Linear programming models take due 
note of these constraints and help in evolving an optimum plan for 
attaining the objectives with a specified period of time. But no 
programming model has been used in formulating any economic plan in 
India so far. 


The methodology of planning based either on the Harrod-Domar 
type model or the Mahalanobis model or the input-output models has 
failed to achieve the stipulated growth rates of income and per capita 
income, and the targeted growth rates in the various sectors of the 
economy. Consequently the Indian Five-Year Plans have not been able 
to remove poverty, unemployment, reduce inequalities of income and 
wealth, and attain the goal of a self-reliant economy. Further, power 
shortage, transport bottlenecks, balance of payments problem, and 
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PLANNED GROWTH WITH SOCIAL JUSTICE 


INTRODUCTION 

Objectives of economic plans in the developing countries in the 1950s 
stressed the increase in growth rates. By the end of the 1960s and the 
beginning of the 1970s, economists began to realise that planned growth 
in such economies had failed to bring social justice. They found that 
emphasis on the growth rates had increased poverty, inequality of 
income and wealth, and unemployment, instead of reducing them. The 
very idea of growth without social justice has been called into question 
by economists and policy makers. They hold that development strategy 
should be oriented toward greater social justice. Economic develop- 
ment should aim at maximising the growth of GNP and at the same time 
eradicate poverty, reduce disparities of income and wealth, and create 
larger economic opportunities. 

The question whether social justice has to be sacrificed for larger 
growth, or is it possible to achieve social justice along with growth, has 
already been discussed under Growth vs Equality in Chapter 71. 

In the present chapter, we discuss problems of growth with social 
justice along with their remedies in the Indian context. Growth with 
social justice or distributive justice means that planning should lead to 
greater equality in income and wealth; there should be progressive 
reduction of concentration of income, wealth and economic power, and 
benefits of economic growth should accrue more and more to the 
relatively less privileged class of society. 

INDIAN PLANS AND GROWTH WITH SOCIAL JUSTICE 

The question arises how far our plans have achieved economic growth 
with social justice. 

The First Five-Year Plan was a preparatory and transitional plan. So 
it did not lay down any objective for achieving growth with social 
justice. It was the Second Plan which aimed to secure to the greatest 
extent possible opportunities for weaker and unprivileged sections of the 
people. The Plan had the broad objective of establishing a socialist 
pattern of society in' a welfare state. Keeping in view this broad 
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objective, the Flan aimed at achieving growth with social justice by (a) 
sizeable increase in national income so as to raise the level of living in 
the country; (b) a large expansion of employment opportunities; and (c) 
reduction of income and wealth inequalities, and having a more even 
distribution of economic power. Each State passed laws to abolish 
intermediaries by 1954. This led to the distribution of 57 .7 lakh hectares 
to landless agriculturists. But this was just like a drop in the ocean, for 
the Plan failed to achieve either growth or social justice. 

The Third Plan also aimed to expanding employment opportunities 
and reducing disparities in income and wealth. But the Plan failed to 
create enough jobs to meet the overall demand for employment . 
opportunities arising from growth of population, migration from rural to 
urban areas and educational development. However, some progress was 
made for the welfare of backward class and tribes, houses for industrial 
workers and low income groups. But the Plan could do little toward 
reducing disparities and eliminating poverty. 

The Fourth Plan’s broad objective was rapid economic development 
accompanied by continuous progress toward equality and social justice. 
It placed emphasis on the common man, the weaker sections and the 
less privileged ones. To achieve these broad objectives, it laid emphasis 
on greater equality in income and wealth; progressive reduction of 
concentration of incomes, wealth and economic power; and more 
benefits to the relatively less privileged classes of society, especially the 
scheduled castes and scheduled tribes. 

To enable small farmers to share the benefit of agricultural 
development, they were provided more facilities in the form of minor 
irrigation, agricultural credit and input services; and dry land farming 
techniques. The Plan also aimed at dispersal of industries for creating 
non-farm employment in smaller towns and rural areas. But, as in the 
case of the previous Plans, the Fourth Plan could not achieve growth 
with social justice. 

The two strategic objectives of the Fifth Plan were the removal of 
poverty and attainment of self-reliance. Accepting that underdevelop- 
ment and inequality are the twin causes of poverty, the Plan aimed at 
diminishing concentration of economic power by creating an efficient 
and dynamic public sector ensuring improvement in productivity, 
especially in agriculture, and by encouraging new entrepreneurs in 
backward areas. The policy of removal of poverty included the overall 
growth rate of 4.37 per cent of the economy, effective and integrated 
population policy, the provision for the National Programme of 
Minimum Needs, the emphasis on employment opportunities, the stress 
on the uplift of backward classes and development of backward regions, 
and an efficient public procurement and distribution system to ensure 
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availability of essential goods to the poorer sections of the country at 
reasonable prices. 

The Fifth Five-Year Plan was the first document which specifically 
aimed at the objective of achieving growth with social justice. Tins was 
followed by the Sixth Fne-Year Plan (1980-85) with the same 
objectives. The Sixth Plan aimed at achieving the annual growth rate 
of 5 2 per cent in GDP. 3.3 per cent in per capita income, and a 
progressive reduction in the incidence of poverty and unemployment 
The other objectives toward this direction were improving the quality 
of life of the people in general with special reference to the 
economically and social handicapped population through the Mini- 
mum Needs Programme; strengthening the redistributive bias of 
public policies and services in favour of the poor thereby contributing 


on IRDP, NREP and RLEGP. The Seventh Plan aims at carrying 
forward the programmes of the Sixth Plan for the reduction of 
poverty, unemployment and inequalities. 

The above resume reveals that every five-year Plan in India from 
the second Plan onwards has been emphasising the objectives of 
planned growth and social justice and also suggesting measures to 
achieve this These Plans have been emphasising the alleviation of 
poverty, removal of unemployment, and reduction in inequalities of 
income and wealth The various measures towards achieving growth 
with social justice have been land reforms, abolition of bonded labour, 
liquidation of rural indebtedness, fixation of minimum wages for farm 
labour, drive against economic offenders, measures towards reduction 
of concentration of incomes, wealth and economic power, etc But 
empirical evidence has shown that inequalities of income and wealth, 
poverty, and unemployment have increased instead of diminishing 
over the Plan periods Thus Indian Plans have failed to achieve growth 
with social justice The following have been the dilficulnes which have 
stood in the "ay of achieving these two objectives 

Difficulties in Achieving Growth with Social Justice 

Since poverty, unemployment and inequalities are not only the cause 
but also the effect of each other, their spread during the period of 
planned economic growth has made it difficult to achieve these 
objectives. 

Available data reveal that 40.4 per cent of the rural population in 
1983-84 was still below the poverty line. This makes mockery of 
reduction in the number of people below the poverty line Jincrty is 
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reflected in low consumption levels, low per capita income and low 
standard of living with people suffering from hunger, malnutrition, and 
chronic and debilitating diseases. -Thus poverty is still the bane of the 
majority of population in India. This has prevented the achievement of 
growth with social justice. 

Another problem is that of increasing unemployment in India with 
every five-year Plan. There were 3.3 million unemployed persons at the 
beginning of the First Plan, and their number had increased to 13.6 
millions at the beginning of the Fifth Plan. Similarly, the number of 
educated unemployed had increased from 0.6 million in 1961 to 7.2 
million in 1980. Unemployment is closely related to poverty.. This has 
been revealed by the 32nd NSS. On the basis of per month per capita 
expenditure, it has been found that persons with per capita expenditure 
of less than Rs 11 per month have unemployment rate of 22.4 per cent in 
rural India and 29.2 per cent in urban India. As per capita expenditure 
increases with the increase in income, the incidence of poverty declines. 
For instance, in the per capita expenditure group of Rs 100 per month, 
the unemployment rate is 3.2 per cent in rural areas and 4.9 per cent in 
urban areas. This shows that with 40 per cent of people below the 
poverty line, the unemployment rate has been quite high in India. Thus 
the problem of unemployment has prevented the achievement of growth 
with social justice. 

The failure of increase in employment opportunities has been due to 
the slow growth of the Indian economy. Despite more than three 
decades of planning, the Indian economy has grown at a slow rate of 4 
per cent per annum. The vast and varied natural resources still remain 
underutilised and misutilised. The transformation of agriculture has 
been slow. The industrial growth has been sluggish, and so has been the 
services sector. The all round slow growth of the economy has been an 
important factor in not achieving growth with social justice. 

Another problem that has stood in the way of social justice has been 
the phenomenal growth of population during 1951-81. During these 
three decades of planning, population increased on an average at the 
rate of 2.2 per cent per annum. This increase has primarily been shared 
by the lower middle and the poorer sections of the society. With already 
low levels of income and high rate of unemployment, the increase in 
family members has further reduced their incomes and brought them to 
the brink of poverty line. The worst hit are the small landowners who 
have been burdened by the pressure of large families on their small 
holdings. This has forced them to sell their meagre holdings to the large 
landowners, thereby increasing inequalities of income and wealth. 

One of the important problems preventing social justice in India has 
been the inequitable distribution of the means of production. One of the 
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means of production is land. More than 80 per cent of the people who 
live in rural India are dependent on land in one way or the other. But 
there are great disparities of income and wealth between owners and 
tillers of land. 20 per cent do not own any land. A vast majority has 
small uneconomic holdings, while a small majonty of the rural 
population owns large holdings. The various land reforms have failed to 
remove inequalities of income and wealth. The majority of landless 
workers work as tenants but they do not get a fair share of the produce. 
They have to pay excessive rents. Further, they live a life of constant 
insecurity because of the fear of eviction from land. They are, therefore, 
forced to work like bonded labour and under extreme poverty. Again 
consolidation of scattered holdings has made little progress except in 
Punjab, Haryana and Uttar Pradesh. Regarding ceiling on land 
holdings. Of the nearly 7.2 million acres of land declared surplus under 
the revised ceiling laws, 2.7 million acres have been taken possession of 
in the various States. Of this, nearly 4.4 million acres have been 
distributed among more than 1.3 million peasants belonging to the 
weaker sections of the society. Though the last measures has tended to 
bnng distributive justice to some extent yet the problem of inequitable 
land distnbution is so gigantic that it requires much greater efforts for its 
solution. 

The second means of production is the capital. People being poor, 
capital is scarce in India. It is concentrated in the hands of a few rich 
who use it to their advantage. In rural India, the rich farmers have been 
able to mechanise agriculture by using tractors, pumping sets, fertiliz- 
ers, improved seeds, etc. While in urban India, the few business houses 
which possess majority capital have multiplied their wealth manifold 

Again, the use of capital-intensive techniques in both rural and urban 
sectors has led to greater distributive injustice because it has deprived 
the masses of larger and gainful employment opportunities. 

Besides, fiscal and monetary policies of the Government have 
prevented the achievement of growth with social justice in India. The 
taxation policies of Central and Slate Govemmenls have increased 
inequalities of income and wealth. There has been a greater reliance on 
indirect taxes. The share of indirect taxes rose from 63 per cent in 
1950-51 to 87 per cent in 1984-85. Thus indirect taxes have been on the 
increase from the beginning of the planning era in India. Consequently, 
the lower middle income group and poorer sections of the society arc 
being reduced to abject poverty under the pressure of ever mounting 
indirect taxes. On the other hand, the burden of direct taxes has been 
declining on the upper middle and higher income groups, they are 
becoming better off. Thus the regressive and inequitable tax structti m 
India has led to distributive injustice 
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Again, there has been widespread tax evasion on the part of the upper 
middle and higher income groups who have been amassing wealth 
through black money thereby becoming richer. Moreover, businessmen 
in India follow corrupt business practices such as concealment of 
non-taxed agricultural incomes, etc. There are also many loopholes in 
the taxation laws and the tax enforcement machinery is also ineffective 
in finding out the methods of tax evasion being followed by the business 
community in India. 

The Government’s policy to mop up black money by issuing Special 
Bearer Bonds was a step towards legalisation of tax evasion and black 
money. The Government of India issued Bonds for sale from 2 February 
1981 to 30 April 1981 and again from 1 December 1981 to 9 January 
1982. The Bonds issued at par, had a face value of Rs 10,000 and a 
maturity period of 10 years. On maturity these bonds are redeemable at 
Rs 12,000 per Bond. “The holders of such bonds are assured immunity 
from disclosing the source of money and the value of the Bonds is 
exempt from Wealth. Tax. The transfer of bonds will also not attract 
capital gains and gift taxes and their premium income on redemption 
would be free from income tax.” 1 Such a mesure is highly inequitable 
and unjustified. A similar measure has been the rate of Indira Vikas 
Patras since 1986. 

The deliberate policy of industrial dispersal has led to the develop- 
ment of some new industrial centres situated away from the older 
centres like Ahmedabad, Bombay and Calcutta. But the degree of 
success achieved has been limited because older centres have continued 
to attract more and more people. This has increased congestion, slum 
areas and the miseries associated with urban centres. In agriculture, the 
new agricultural strategy has accentuated regional imbalances. The 
imbalances in industrial and agricultural advance are reflected in the 
large differences between states in the percentage of population below 
the poverty line. It was 15 per cent in Punjab and 66 per cent in Orissa. 

Moreover, Indian companies enjoy varied types of concessions. As a 
result, many companies earning handsome profits do not pay tax. Prof. 
Anand P. Gupta of the Indian Institute of Management in a recent study 
of a number of Indian companies found that they had done a good job of , 
extracting juice out of the present tax system. For instance, one 
Bombay-based company which reported handsome profit during the 
five year (1976-77 to 1980-81), had no income-tax liability, even though 
it reported profit as much as 131.10 per cent on its equity capital for the 
1980-81.* 

'Govcrnment of India, Economic Survey, 19SI-82. 

'The Economic Times. 1 March 1982. 
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Further, taxing the city dwellers and salaried groups but exempting 
the fanning community does not lead to distributive justice. In recent 
years, a large number of farmers in certain parts of the country have 
become quite prosperous but they are not levied agricultural income- 
tax. Moreover, rich and influential farmers enjoy a number of 
concessions, incentives and facilities from the State All this has tended 
to make them better off and the marginal farmers worse off because the 
latter do not possess enough resources to benefit from concessions and 
facilities. 

One of the important causes of the existence of distribution in justice 
in India has been the inflationary rise in prices since the beginning of the 
Second Plan. Whereas prices have been rising continuously, incomes of 
the fixed income groups have failed to increase proportionately. As a 
result,- the working class, the middle class, the landless agricultural 
workers, the marginal farmers and other low-income groups have been 
reduced to abject poverty and misery. On the other hand, the big 
landlords, the businessmen, the profiteers, the speculators, the black 
marketeers, the traders and industrialists have been earning higher 
incomes and amassing wealth The causes for this are the fiscal and 
monetary policies of the Government, such as too much dependence on 
indirect taxes, deficit finance, increase in money supply, increase in 
development expenditure of the Centre and States, huge investments in 
long-run projects, etc 

We may conclude that despite more than three decades of planned 
development, large segments of the population have yet to share in the 
process of development Poverty still stalks the land, unemployment 
and inequalities show no signs of reduction The goal of growth with 
social justice is a distant dream. What is needed is a more effective 
implementation of asset transfer measures such as land reforms, more 
equitable distribution of credit and a coordinated effort (hat enables the 
poor to join the mainstream of economic activity and provides them 
with an opportunity for advancement This will require firstly, an 
improvement in their productivity and earning power in their existing 
actiiity; secondly, supplementary employment in new activities to use 
up any spare labour time; and thirdly, training credit and support 
systems to assist them in both their existing and new activities. 3 


’For further suggestions to achieve Growth with Social Justice, refer to Policy 
Measure! in ihe Chapter on Economic IncqaLtic* w lodi* 



Chapter 77 

PLANNING MACHINERY IN INDIA 


rhe Planning Commission was set up on 15 March 1950 by a Resolution 
of the Government of India under the Chairmanship of Pandit 
Jawaharial Nehru to prepare a plan for the “most effective and balanced 
utilisation of the country’s resources.” It has the responsibility of 
preparing economic plans, making recommendations on economic and 
social goals, policies and institutions, and making appraisals of the 
progress of various schemes under the plan. It is an advisory body which 
is not responsible for the execution of development programmes. 

FUNCTIONS OF THE PLANNING COMMISSION 

The Planning Commission performs the following functions: 

1. To make an assessment of the material, capital and human 
resources of the country, and to find out the possibilities of increasing 
such resources as are deficient in relation to the requirements of the 
country. 

2. To formulate a plan for the most effective and balanced utilisation 
of the country’s resources. 

3. To lay down the stages in which the plan should be carried out and 
to recommend the allocation of resources for the completion of each 
stage on the basis of priorities. 

4. To point out the factors which tend to retard economic develop- 
ment, and determine the conditions which should be established for the 
successful execution of the plan, keeping in view the current social and 
political situation. 

5. To determine the nature of the machinery which will be necessary 
for achieving the successful implementation of each stage of the plan in 
all its aspects. 

6. To appraise from time to time the progress made in the execution 
of each stage of the plan and to recommend the adjustments of policy 
and measures that such appraisal may show to be necessary. 

7. To make such interim or ancillary recommendations as might be 
appropriate.^ after considering the prevailing economic conditions, 
current policies, measures and development programmes or for 
facilitating the discharge of duties assigned to it. 
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8. To examine such specific problems as may be referred to it for 
advice by Central and State Governments. 

Thus the Planning Commission is essentially a staff agency, its main 
functions being to advise the Government of India in matters pertaining 
to planning and development. 

ADMINISTRATIVE ORGANISATION 

The Planning Commission is a multi-member body which includes five 
full time members and a few part time members who are important 
Cabinet Ministers. Full time members are eminent men, administrators 
and technical experts. They hold the rank of a Minister. The Prime 
Minister of India has been the Chairman of the Planning Commission 
since its inception. This has added considerably to the prestige of the 
Commission and has helped in its coordinating functions. As its 
Chairman, the Prime Minister has given direction on all major issues 
relating to planning in India. 

During 1952-53 and 1960-63, the Minister of Planning of the 
Government of India was also the Deputy Chairman of the Planning 
Commission. On the recommendations of the Administrative Reforms 
Commission in 1967, the Planning Commission was reconstituted. Now 
it consists of-the Prime Minister as the Chairman, a full time Deputy 
Chairman and four to five full time members, and some Cabinet 
Ministers as part time members. There is a secretary to the Commission. 
There is also an additional secretary who is inchargc of administration 
and coordination within the Commission In addition, there are some 
senior officer in the ranks of deputy secretaries and under secretaries 
who watch Ihe progress of different programmes in the States. 

The Planning Commission work as a collective body and has a 
collective responsibility, but for convenience each member has been 
given change of a group of divisions or subjects The Deputy Chairman 
is inchargc of plan coordination, plan evaluation, administration an- 4 
servicing, and subjects under economic division. The other 
members are inchargc of one each of the four foDomne 
industry, labour, transport and power groups; agriculture aM 
development group; perspective planning groups; and 
scientific research and social services group. 



have undergone many changes with the passage rr ' 
divisions exist at present. 
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General Divisions. There are six general divisions within the Planning 
Commission. They are: (1) Economic Division with sub-sections for 
financial resources, economic policy and growth, international trade 
and development, price policy, and inter-industry studies. (2) Perspec- 
tive Planning Division. (3) Labour and Employment Division. (4) 
Statistics and Surveys Division which is an integral part of the Central 
Statistical Organisation. (5) Resources and Scientific Research Divi- 
sion. (6) Organisation and Administration Division. 

Subjects Divisions. There are ten subjects division at present. They 
are: (1) Agriculture Division which also includes Cooperation and 
Community Development. (2) Irrigation and Power Division. (3) Land 
Reforms Division. (4) Industries, Minerals and Public Enterprises 
Division. (5) Village and Small Industries Division. (6) Transport and 
Communications Division. (7) Education Division. (8) Health and 
Family Welfare Division. (9) Housing and Urban Development 
Division. (10) Social Welfare Division including Welfare of Backward 
Classes. 

Coordination Divisions. There are two coordination divisions of the 
Planning Commission. First, there is the Programme Administrative 
Division which coordinates and follows up the plans of States and gives 
advice to them. It also studies progress of the development aid given by 
the Centre to the States and suggests measures for the implementation 
of the various development programmes. Second, there is the Plan 
Coordination Division which coordinates the working of the various 
divisions of the Planning Commission. There is also a Central 
Coordination Section which coordinates the work of the meetings of the 
Commission. Both these divisions work under separate directors. 

Special Development Programme Division. This is sub-divided into 
Rural Works Division and Public Coordination Division. The former is 
concerned with local development works involving self-help at the local 
level and the rural works programme for the better utilisation of rural 
manpower resources. The letter is concerned with special programmes 
for enlisting public cooperation in national development. 

Evaluation Divisions. The Planning Commission has two important 
divisions relating to the evaluation of programmes and projects of a 
plan. First, there is the Project Appraisal Division. It is a very powerful 
division which acts as a Secretariat of the Public Investment Board. It 
also helps the various Ministries in examining alternative projects and 
the feasibility and potentiality of projects. The second is the Evaluation 
Division which evaluates the various programmes in a plan. This 
division has the • Programme Evaluation Organisation which was 
specially set up to evaluate the working of Community Development 
Programme. Now it is entrusted with the evaluation of rural develop- 
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Other Bodies 

There axe n-mber of other bodies associated with the formulation and 
implementation of a plan. They are explained as under: 

National Planning Council. It was in February 1965 that the Planning 
Commission constituted a National Planning Council to help the former 
in formulating the Fourth Plan. The Council included scientists, 
engineers, economists and other experts. The Council set up 12 study 
groups for detailed consideration of selected problems relating to the 
main sectors of development m the Fourth Plan. These groups related to 
(1) Imgation and Power. (2) Management. (3) Agriculture and Land 
Reforms. (4) Education. (5) Scientific Research, (6) Labour Employ- 
ment and Social Welfare. (7) Industry and Minerals. (8) Transport. (9) 
Family Planning. (10) Manpower Planning. (11) International Trade. 
(12) Natural Resources. They were asked to submit their reports to the 
Planning Commission within two years. Such groups arc constituted at 
the time of the formulation of every plan whenever a National Planning 
Council is set up. 

National Development Council. India has a federal constitution Jt is, 
therefore, important that there should be close cooperation between the 
Planning Commission and the States This coordination is achieved 
through the National Development Council which is composed of the 
Prime Minister, Chief Ministers of all the States and members of the 
Planning Cbmmission. Ministers of the Central Government also 
participate in its meetings. The Council makes recommendations to the 
Central as well as State Governments. 

The main functions of the National Development Council arc. (1) to 
review the working of the national plan from time lo time; (2) to 
consider important questions of social and economic policy affecting 
national development; (3) to recommend measures for the achievement 
of aims and targets of (he national plan, (4) to secure the active 
participation and cooperation ot the people; (5) to improve the 
efficiency of ihc administrative services, (6) to ensure the fullest 
development of the less developed regions and sections of the 
community; and (7) to build up resources for national development. 

The National Development Council is a consultative body and had no 
statutory authority. It meets only twice at the time of the approval of a 
plan. 

Research Programmes Committee. The Research Programmes Com- 
mittee has been set up under the Planning Commission since the First 
Five-Year Plan. The Committee consists of leading economists and 
research scientists. It initiates research projects through univcrsit 
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research institutes for the investigation and study of economic, social 
and administrative aspects of development. For all this, it gives financial 
assistance. Some of the institutions which carry on research on behalf of 
the Committee are Indian Statistical Institute, National Council of 
Applied Economic Research, Institute of Economic Growth, Institute 
of Applied Manpower Research, Indian Council of Social Sciences 
Research, etc. 

Advisory Bodies. The Planning Commission is also assisted by a 
number of advisory bodies or experts. They give advice on different 
aspects of development programmes. They relate to irrigation flood 
control, and power projects, agriculture, land reforms, education, 
housing, regional development, etc. The Commission has at present 18 
advisers as compared with 3 in 1952. Besides, there are the Consultative 
Committee of Members of Parliament for the Planning Commission and 
the Prime Minister’s Informal Consultative Committee for Planning. 
The Planning Commission also holds discussions with representatives of 
trade and industry before and after the formulation of the Plan, as with 
Indian Chambers of Commerce and Industry, All India Manufacturers’- 
Organisation, etc. 

Associated Bodies. Besides, there are certain associated bodies which 
help in the formulation of a plan. They are the various Central 
Ministries, Economic Division of the Reserve Bank of India, Central 
Statistical Organisation, etc. For instance, the CSO help by collecting 
data and calculating ’Statistical information for the formulation and 
evaluation of a plan. 

Working Groups. The Planning Commission also appoints working 
groups at the time of the formulation of a plan. These working groups 
relate of agriculture, fuel, fertilisers, resources, general education, 
industrial machinery, etc. The reports of these working groups form the 
basic material for the formulation of a plan. These were 21 working 
groups at the time of the formulation of the Sixth Five-Year Plan. 

A Critical Appraisal of the Working of the Planning Machinery 

The Planning Commission occupies a unique position as a Govern- 
ment organisation. It is a staff agency of the Government of India which 
has been entrusted with the task of formulating national economic 
plans. Although it does not have either a constitution of statutory 
authority, yet it wields great power in formulating and influencing 
Government policies and programmes. It also coordinates policies and 
programmes originating from other Government agencies. 

The vast planning machinery evolved by the Planning Commission 
over the years has been successful in a number of ways. 

The various plans formulated by the Planning Commission have 
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significantly transformed the Indian economy from a stagnant to a 
developing state. There has been all round progress. Agriculture has 
been resolutionised. Industry has been tremendously developed. 
Scientific and technological talent has crossed national boundaries. 
Infrastructural facilities has spread throughout the country. 

It is a major contribution of the Commission it has kept a large share 
of investment go into infrastructural which otherwise might not have 
gone. But for the Commission’s intervention in sectoral allocations, 
particularly between agriculture and industrial infrastructure^ there 
would be far greater sectoral imbalance in our economy. 

The Planning Commission has been instrumental in creating the 
Gadgil formula for the development of backward states. Through this 
formula, it has titled per capita plan expenditure in favour of the 
backward States to enable them to undertake development plans or 
more rational basis. 1 

Another important contribution made by the Planning Commission 
has been the setting up of machinery for evaluation and appraising plan 
programmes and projects. Its Evaluation Division and Project Apprais- 
al Division, and the Programme Evaluation Organisation of the former 
Division have been examining projects and programmes and their 
feasibility and potentiality. Earlier, the Committee on Plan Projects had 
done a lot in this connection. 

The Planning Commission is also created with introducing the 
practice of preparing and publishing reviews relating to the progress 
achieved during the plan period. Though this practice of publishing 
mid-term reviews of five-year plans has been discontinued since 1960, 
yet every five-year plan presents a brief review of what has happened 
previously. 

A singular contribution has been made by the Planning Commission 
toward encouraging research in social sciences through the Research 
Programmes Committee. This Committee has encouraged the develop- 
ment of research centres and research on development problems 
through them. 

In spite of these achievements, the Planning Commission has been 
severely criticised on the following grounds: 

1. The Commission is not a statutory body. It was created by a 
resolution of the Union Cabinet on 15 March 1950. But it wields 
unlimited powers. Its critics describe it is a "parallel cabinet", "the fifth 
wheel of the coach”, and a “super cabinet”. It is an advisory body 
possessing on legal status. But its suggestions to Central Ministries and 

'G.D. Sethi. "Limited but Crucial Role of Pluming Comnumon Tbe f c txottue 
Tunes, 2 January 1982. 
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Itate Governments are in the form of orders which they have to carry 
>ut. This is because they are considered to be the decisions of the 
Central Cabinet. Even the recommendations made by a statutory body 
ike the Finance Commission are changed by the Central Cabinet on the 
idvice of the Planning Commission. - . 

2. Critics point out that the planning machinery in India is politically 
motivated. Some call it “politics of planning.” Whenever a new 
Government assumes office at the Centre, it reorganises the entire 
commission. The Deputy Chairman, the full time members and part 
time members of the commission are appointed by the new Govern- 
ment. Thus the Commission becomes politically biased. But this 
criticism is unfounded because the Government has to carry out its 
economic policies which it unfolds to the electorate at the time of 
elections and wins on that basis. It is, therefore, essential to have such 
members on the Commission who formulate such policies in the 
national plan. Prof Paranjape 2 points out in this connection that the 
five-year plan documents or at least their drafts were prepared and 
published before the five yearly general elections of 1951, 1956 and 
1961. But one cannot find fault with this. “To some extent, especially 
when the ruling Congress party was almost unchallenged in its way, the 
plan documents being used in this way were perhaps useful to create 
greater awareness among political workers, and at least some of the 
voters, of economic development and related problems as one of the 
important aspects of governance in India.” 

3. One of the serious criticisms of the Planning Commission is that the 
States have no say in the formulation of national plans or in the 
formation of the Commission or in its day to day working. It is a body 
which is entirely under the Union Cabinet. This goes against the very 
principle of a federal government. The only forum at which the State 
Governments as consulted, is the National Development Council which 
consists of the Chief Ministers of States, the Prime Minister, the 
members of the Planning Commission and some Central Ministers. But 
the Council meets only once or twice to approve the draft plan prepared 
by the Planning Commission. “The meetings of the Council are more or 
less ritualistic except for some representatives raising a chorus of 
demands for more Central assistance for their plan projects, and also 
suggesting relative increases in the resources made available to then- 
own States.’ Thus the National Development Council is a forum for 
discussion and it does not possess any formal or legal authority. So the 
States have no say in the formulation of the national plan except that 
they are asked to submit their plans concerning them. But it is not 

\ H.K. Paranjape, “Machinery for Planned Development.” ibid 
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obligatory for the Planning Commission to accept them. There is, 
however, another side of the picture. Some of the States ruled by the 
opposition parties adopt a dog in the manager policy. They do not 
execute the plan the way they are expected to do. They also do not like 
any guidance from the Commission and consider it as an infringement 
on their autonomy. 

4. The Planning Commission is criticised for its defective procedure of 
giving financial assistance and grants to the States. Its method of giving 
matching grants. The Planning Commission has itself drawn the 
attention of the government is unsatisfactory because those States which 
inflate the figures of their investment plans and those having greater 
political influence are able to secure larger financial assistance. Thus the 
Planning Commission’s procedure of allocating development funds to 
the States is defective. 

5. The Planning Commission being a non-statutory body has no 
responsibility either for failure or non-implementation of plan program- 
mes. This has created a strange situation.of power without responsibil- 
ity. "Other Ministries treat the Planning Commission as a necessary 
evil. It is an unavoidable stumbling block. Other use the Planning as a 
convenient scapegoat for their own failure, still others refer matters to 
the Commission to delay them.’ 0 

6. The Commission has been criticised for discontinuing the practice 
of having discussions with a number of advisory groups and panels of 
experts from different walks of life. Some groups like the Panel of 
Economists played a crucial role in influencing plan formulations and 
policy directions in the past. Prof. Gadgil as the Deputy Chairman of 
the Commission abolished all such groups and panels. "The result has 
been that the Planning Commission, though it is supposed to be an 
independent and largely non-official body, has lost complete touch with 
non-official opinion, and it is one of the reasons that it is lending to 
become more like Government department than an independent 
Planning Commission of the type which existed in the past.” 4 

7. One of the serious defects of the Planning Commission is that it ts 
concerned only with the formulation of a plan and not its implementa- 
tion. Plan-implementation is the work of the Centre and State 
Governments. The latter are not able to implement properly the various 
programmes due to redtapism, corruption and inefficiency- This 
dyarchy in plan formulation and implementation has led critics to say 
that Indian plans are efficient in formulation and failure in implementa- 
tion. 

J A.N Prabbu. “Reporting Commission do*n the Memory Lane.” The Economic 
Times, 3 January. 1982 

*V K.R.V. Rao, "A Comprehensive Education.” ibid. 
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8. Critics have criticised the ad hoc formation of Planning Commis- 
sion with no fixed criteria as to the number of members, their 
qualifications and tenure of office. Since its constitution in March 1950, 
its formation has entirely depended on the Prime Minister because it is a 
non-statutory body. Consequently, it is more like an administrative 
machinery than a goal setter and path maker. 5 

9. The above noted weaknesses have stood in the way of proper 
plan-implementation in India and also in creating periods of “Plan 
Holiday”, as between 1967-1969 which came to be known the period of 
Annual Plans. Its non-statutory character led to the termination of the 
Fifth Five-Year Plan in 1978, thereby making it a four-year plan. The 
starting of the Sixth Plan in 1980 made the year 1979 again one of Plan 
holiday. 

10. In recent years the administrative machinery for plan implementa- 
tion has deteriorated. As a result, certain plan objective simply remain 
paper targets towards this aspect in the various plan documents up to 
the Fifth Plan. It has emphasised the need to improve the planning 
machinery in the Ministries at the Centre and in the States. But nothing 
substantial has been done in this direction. For instance, not many 
States have established Planning Boards and those which have, they 
keep them as advisory bodies. In most States, planning continues to be 
spasmodic. 

11. Further, there is no organisation either at the Centre or in the 
States for systematic monitoring of the progress of programmes and 
projects. The Planning Commission reviewed the mid-term progress of 
the first two Five-Year Plans. But it stopped this exercise for the 
subsequent Plans. The lack of systematic reviewing and the failure to 
bring about timely adjustments in important projects and programmes, 
and also in the aggregate plans, have led to non-fulfilment of the 
objectives and targets. 

Suggestions 

The Administrative Reforms Commission in April 1967 and a number 
of economists and experts associated with the Planning Commission 
have given suggestions to improve its functioning. 

The Planning Commission should be made a statutory independent 
body with whole times members with fixed tenure. But “it should 
function less like a bloated Centra! Government department, and more 
like a real Planning Body, which draws up Plans in terms of priorities, 
balances and coordination for achieving a set series of objectives. 
The detailed work of ... implementation should vest with the Central 

5 Ishwar Dayal, “Planning Commission," The Economic Times. 25 July 19S0. 
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Ministries and Governments .” 6 

After formulating the plan, major work of the Planning Commission 
should be to monitor, review and evaluate implementation of the plan 
and suggest modifications in the light of actual results. 

“It is also important that the Planning Commission should have a 
machinery to see that the projects coming before them are properly 
formulated both in terms of financial outlays and time schedules and 
also in terms of coordination in time and space of the different 
projects .” 7 

The Planning Commission should re-establish contacts with experts 
from various fields for advice on different aspect of planning. There 
should be greater involvement of academics, scientists, social scientists, 
professionals from industry and trade, members from other political 
parties and Members of Parliament. 

Prof V.K.R.V. Rao suggests that the Planning Commission should be 
freed from having its approval to ail sorts of small and minor projects. 

Further, the Planning Commission should concern itself with develop- 
ment grants to the States and should not interfere with the non- 
development grants recommended by the Finance Commission to the 
States. 

Last but not the least, the State Governments should establish 
statutory independent Planning Boards on the lines of the Planning 
Commission. They should have whole-time members with fixed tenure, 
who should be entrusted with the task of preparing and reviewing State 
Plans for the benefit of the Planning Commission. The planning process 
at the State level "should be spread downward to the district and taluk 
levels and carried out in a manner that would assure attention to local 
needs, local resources and local constraints and also evoke local 
participation.” 


•V.K-R.V. Rao. op at. 
'Ibid. 
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PUBLIC SECTOR IN INDIA 

ROLE IN ECONOMIC DEVELOPMENT 

3 

Public sector plays an important role in accelerating the development of 
underdeveloped countries. In such economies the private sector is 
engaged in the production of a few consumer goods and in working 
plantations and mines. Its principal motive is to earn profits. It is, 
however, shy to invest in those channels which require large invest- 
ments, have long gestation periods and where the return on capital is 
uncertain. Therefore, exclusive dependence on the private sector 
cannot accelerate the pace of development. It is, however, the state 
which is capable of making huge investments in establishing public 
sector enterprises. The public sector can be extended over a wide range 
of economic activities that tend to accelerate development The 
importance of public sector lies in fulfilling the following objectives: 

To Provide Public Utilities. The establishment of public sector 
undertakings in the fields of road, sea and air transport, railways, 
electricity, water supply, postal, telegraph and telephone services 
benefits the development of the agricultural and industrial sectors of the 
economy. In fact, the timely creation of overhead capital through public 
undertakings facilitates investments in directly productive activities on 
the part of the private sector which, in turn, lead to the rapid 
development of such economies. 

To Develop Natural Resources. For development, underdeveloped 
countries need to develop and conserve their natural resources in the 
most efficient manner. It is not that they do not possess them, but they 
are underutilised, unutilised or misutilised by private enterprise. The 
establishment of public undertakings in the field of mining, forestry, and 
fisheries, as the case may be, lead to their exploitation, the tapping of 
new sources, and research for harnessing them in an efficient manner. 
The production of minerals, in particular, leads to the building up of the 
domestic base for capital goods and also dispenses with imports of 
industrial raw materials thereby saving foreign exchange. 

To Develop Basic and Key Industries. Further, in order to accelerate 
the rate of economic development, the establishment of basic and key 
industries like the iron and steel, heavy electricals, heavy chemicals. 
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fertilisers, machine tools, etc., is essential. Such industries require huge 
investments and have long gestation periods. Private enterprise is, 
therefore, reluctant to undertake them. It is only when they are 
established in the public sector that rapid development takes place. The 
development of basic and key industries under the aegis of the state 
dispenses with the imports of machinery equipment and basic and 
intermediate goods, and ultimately leads the economy to the path of 
self-sustained growth 

To Help Private Enterprise. Moreover, heavy investments in econo- 
mic and social overheads on the part of the state in establishing public 
undertakings create the necessary conditions for the expansion of the 
private sector. The formation of public undertakings like financial 
corporations, investment trusts, state banks, etc., helps in providing 
direct financial assistance by way of loans and credits to the private 
sector. 

To Remove Exploitation in Trade. Small producers in underdeveloped 
countries suffer from the lack of marketing organisation and intelli- 
gence They are exploited by intermediaries and arc not given 
remunerative prices for their products The state can remove this 
exploitation by establishing public undertakings in the field of internal 
and external trade When producers receive fair prices for their 
products they will tend to increase production Moreover, reasonable 
profits acurring to state trading corporations will be siphoned off to the 
treasury for investment in productive channels 

Indirect Benefits. Besides, the public sector leads to a number of 
indirect benefits which help the development of the economy In 
underdeveloped countries unemployment is widespread. The setting up 
of public enterprises in different fields of economic activity leads to the 
employment of all t>pcs of labour — skilled and unskilled. Balanced 
economic development requires the location of public enterprises on 
pnority basis in backward areas. Thus public undertakings lead to 
balanced regional development, increase the incomes of the people, 
improve their living standards, and cause an increase in their productive 
efficiency. The operation of public sector undertakings in a particular 
area creates the demand for such services as water, transport, 
electricity, education, housing, etc Moreover, the creation of demand 
on a large scale for various goods by the wage earners in such 
undertaking leads to the development of ancillary industries and trades, 
and small-scale industries Certain public undertakings which provide 
milk, water, drugs, fertiliser, gas. postal transport services at low prices, 
have strong redistributional effects. The consumers are able to consume 
them more, spend less money on them, and are left with a larger income 
for buying other goods and sen tees Besides, the creation of public 
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undertakings in transport, electricity, gas, water, postal, telehone and 
telegraph services prevents the emergence of monopolies and concen- 
tration of wealth. 

Source of Capital Formation. Lastly, public sector enterprises are an 
important source of capital formation. When they are operated on 
profit-price policy like private undertakings, they earn sufficient profits 
which can be partly ploughed back for reinvestment and partly for 
utilisation by the state in other projects. The running of public 
undertakings on profit basis reduces the need for borrowing from 
external sources and debt servicing, and even dispenses with deficit 
financing. Surpluses accruing from these enterprises provide adequate 
funds for improvement, modernisation, and expansion of the plants. 
Thus profits of public undertakings are an important source for the 
financing of economic development. 

WORKING OF PUBLIC SECTOR IN INDIA 

Public sector in India covers a vast and varied range of activities like 
railways, post and telegraphs, currency and mint, forests, hydroelectric 
projects, multipurpose river valley schemes, road and air transport, 
shipping, locomotive, oil exploration and refining, electric goods, 
machine tools, chemicals, fertilisers, mining, metallurgy, industrial 
financing, 20 nationalized banks, insurance, etc. With the exception of a 
few undertakings like insurance, twenty banks, air transport, Hindustan 
Shipyard, Praga Tools, Hindustan Zinc, etc., which the state took over 
from private enterprise, the majority of public undertakings are the 
result of the enterpreneurial efforts of the state. 

The industrial and commercial undertakings in the public sector in 
India are classified by the Bureau of Public Enterprises into three 
groups: (i) Undertakings run directly by the departments or executive 
agencies of the Government. These include besides railways, post and 
telegraphs, even other undertakings like Indian Security Press, Delhi 
Milk Scheme, Kolar Gold Mines, etc. (if) Undertakings run by satutory 
corporations like Life Insurance Corporation, Central Warehousing 
Corporation, Air India, Indian Airlines, Oil and Natural Gas Commis- 
sion, Food Corporation of India etc. (Hi) Undertakings run by 
Government companies registered in accordance with the provisions of 
the Indian Companies Act, 1956. 

Performance of Public Enterprises. Central public enterprises play a 
very important role in India’s economic development which can be 
discussed in the light of their major objectives. These also reflect their 
performance. 
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Investment Growth. The investment in Central public enterprises has 
grown appreciably over the years, as indicated in Table 75.1. 


Table 75.1. Growth of Public Sector Enterprises in India 


Year ending 

March 31 

Investment in 

Rs. crores 

Number of Running 
Enterprises 

1951 

29 

5 

1956 

81 

21 

1961 

953 

48 

1966 

2,415 

74 

1969 

3,902 

85 

1974 

6,237 

122 

1979 

13,969 

159 

1984 

35,394 

214 

1986 

50.341 

225 


At the beginning of the First Five-Year Plan, India had only 5 
enterprises with capital employed (net fixed assets plus working capital) 
of Rs 29 crores. They rose to 225 running public enterprses in 1986 with 
an investment of Rs 50,341 crores. The contribution of public sector is 
25 per cent of the GNP to the country. 

Role in Industrialisation. Public enterprises have played an important 
role in all round industrial development of the Indian economy. They 
have been successful in controlling the commanding heights of the 
economy. They have a monopoly in the production of coal, power, lead, 
lignite, and crude oil. The state has established itself as a market leader 
in respect of mild steel, fertilisers, oil refining and the distribution of 
petroleum products. It has entered the field of machine-making in a big 
way, as in the case of basic metals. It has concentrated attention on 
machinery manufacture for heavy and capital goods industries like steel, 
electrical equipment, mining and fertilisers and chemicals. In fields like 
fertilisers, electronics, aeronautics and machine tools, the public 
enterprises have made creditable contributions in acquiring industrial 
technology and encouraging managerial skills Apart from basic 
industries, public enterprises cover a number of other areas such as 
drugs, pharmaceuticals, consumer goods, trading and marketing ser- 
vices, contract and consultancy services, tourist services, financial 
services, etc. The public sector has also taken over a number of sick 
enterprises in the private sector mainly to protect employment. Thus the 
public sector has come to occupy a key position in India’s economy. It 
has been playing a pivotal role in modernising Indian industry and in 
reducing concentration of economic powers Above all, it has been 
successful in its fundamental objective of setting up sound industrial 
base in the country. 
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Profits. The gross profits (before interest and tax) of public 
enterprises amounted to Rs 85 crores in 1968-69 which increased to 
Rs 5,319 crores in 1985-86 the highest during the decade. In terms of net 
profit after interest and tax, they incurred losses between 1968-69 to 
1971-72. They made a small profit of Rs 18 crores in 1972-73 which 
gradually touched Rs 184 crores in 1974-75 and 1976-77 but turned into 
losses in subsequent years. But in 1982-83, the net profits amounted to 
Rs 614 crores which rose to Rs 1,199 crores in 1985-86. 

Return on Capital Employed. The return on capital employed (i.e., 
the ratio of gross profits to capital employed) increased from 2.8 per 
cent in 1968-69 to 9.4 per cent in 1976-77 and then stabilised around 7.5 
per cent in subsequent years, but increased to 13.0 per cent in 1982-83 
and fell slightly to 12.3 per cent in 1985-86. 

Generation of Internal Resources. During the Fourth Plan, internal 
resources generated by public enterprises amounted to Rs 1,260 crores, 
and Rs 3,439 crores during the Fifth Plan. Internal resources generated 
by them during the Sixth Plan period (1980-85) amounted to Rs 11,721 
crores. The number of enterprises generating internal resources went up 
from 102 in 1980-81 to 122 in 1984-85. The net internal resources 
generated by 126 enterprises amounted to Rs 4,218 crores in 1985-86. 

Sales. The gross sales of public sector undertakings has been 
increasing substantially over the years. It increased from Rs 2,393 
crores in 1968-69 to Rs 62,221 crores in 1985-86. Sales as percentage of 
capital employed in respect of manufacturing enterprises has grown 
from 141 per cent in 1976-77 to 147 per cent in 1985-86 and of service 
enterprises from 126 per cent to 138 per cent of over the period. 

Social Benefits. The social benefits accruing to the people of various 
regions where these undertakings have been set up are no less 
impressive. The total number of employees in public sector enterprises 
increased from 16 lakhs in 1975-76 to 22 lakhs in 1985-86. The average 
annual per capita emoluments of employees for the year 1975-76 were 
Rs 8,940 which increased to Rs 26,069 in 1985-86. Moreover, social 
amenities like modem townships with housing and essential community 
facilities like schools, hospitals, recreation centres, etc., have been 
provided for the employees of public sector enterprises. Expenditure on 
social overheads increased from Rs 95 crores in 1976-77 to Rs 785 
crores in 1985-86. 

Help to Ancillary Units. One of the objectives of public sector 
enterprises has been to foster the development of ancillary units. The 
number of ancillary units registered with public enterprises has been 
steadily increasing over the last few years, as a result of comprehensive 
guidelines issued by the Bureau of Public Enterprises in 1978. 
Consequently, their number rose from 888 in 1979-80 to 1,800 in 
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1985-86. The value of purchases made from them in 1985*86 was Rs. 451 
crores as against Rs 120 crores in 1979-80. Public enterprises also 
provide a number of facilities to ancillary and feeder units. They are 
technical know-how, supply of scarce raw materials, and testing of raw 
materials and finished products. 

Foreign Exchange Earnings. A number of public undertakings 
manufacture products for exports and render services in international 
trade. Thus they contribute in earning foreign exchange for the country. 
Foreign exchange earnings from exports increased from Rs 1,753 in 
1976-77 to Rs 5,831 crores in 1984-85 which declined to Rs 3,799 crores 
in 1985-86. 

Contribution to the Exchequer. Public enterprises have been contri- 
buting substantially to the Exchequer. Their contribution to the 
Exchequer by way of dividends, corporate taxes, excise duty, customs, 
etc. increased from Rs 1,376 in 1976-77 to Rs 9,053 crores in 1985-86 
As a result of import-substitution efforts, public enterprises saved 
Rs 118 crores in foreign exchange during 1985-86. 

Balanced Regional Development. In order to remove regional dispari- 
ties and achieve balanced regional development, public enterprises have 
been located in economically backward regions on a selective basis. 
Consequently, they serve as effective growth points and help in 
expansion or employment opportunities and flow of resources. 

Redistribution of Income and Wealth. The public enterprises have 
been instrumental in promoting redistribution of income and wealth 
through development of backward regions, provision of public utility 
services at subsidised rates, selling basic inputs at administered prices; 
and providing medical, educational, housing and other facilities to their 
employees. 

Shortcomings 

The working of public undertakings has revealed several defects 
which have been pointed out from time to time by the Estimates 
Committee and the Committee on Public Sector Undertakings of the 
Parliament. 

The industries in which the major portion of investment has been 
made are highly capital-intensive entailing long-gestation periods, like 
steel, heavy engineenng, heavy electricals, heavy machine tools, 
petroleum, etc. When such giant projects are set up. their capacities are 
based on certain projections of demand, which, however, do not 
materialise leading to the problem of under utilisation. In 1985-86, 51 
per cent of units had capacity utilisation of more than 75 per cent; 24 per 
cent between 50-75 per cent; and 25 per cent below 50 per cent. 

Several undertakings have taken longer time in production than 
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originally estimated due to faulty planning. In a number of cases, 
tenders were invited before any project reports. Cases where project 
reports had been prepared, not much attention was paid to manpower 
requirements, transport requirements, unit cost analysis, etc. Moreov- 
er, very little attention was paid to the time schedule in the construction 
of the project, because of delays in decision and implementation and 
lack of coordination, “We are not able to make full use of not only the 
installed capacity in the units and the projects, but in human resources, 
in our people’s capability and their brain power.” 

Some of the public enterprises have been incurring heavy losses since 
1977-78. Even earlier they incurred losses from 1968-69 to 1971-72. 
Their losses increased from Rs 981 crores in 1982-83 to Rs 1 ,456 crores 
in 1985-86. There were 90 units which incurred losses in 1985-86. The 
main reasons have been inefficient and out-dated technologies particu- 
larly in core sectors which have led to inefficient operations and low 
productivity. 

Two complementary objectives of public sector enterprises have been 
industrial dispersal and backward area development. In fulfilment of 
these objectives new centres such as Durgapur, Rourkela, Bokaro, 
Ranchi, and Bhilai were developed. But these centres of massive 
modern industry have failed to develop the surrounding backward areas 
in their proximity. Even the setting up of private sector industries at 
such centres has met with little success in fulfilling these objectives. 

A number of undertakings have been established without assessing 
profitability and economic benefits. Some of them are located not on 
purely economic but political considerations without any regard to the 
proximity to sources of raw materials. 

One of the main hurdles in the operational efficiency of public 
enterprises has been the lack of management autonomy or commercial 
culture. No doubt public corporations are accountable to Parliament, 
but continuous intervention by various government departments and 
politicians even in day-to-day operating matters adversely affects their 
performance. “This is supplemented by intervention from Parliament in 
the form of questions and criticism by MPs which often deal with 
trivialities and where the victims have no right to reply. Enquiries by 
estimates and other committee seldom deal with strategic issues, and 
concentrate on peripheral matters such as corporate entertainment, 
foreign travel etc.” 1 

One of the serious defects of public enterprises in India has been their 
inefficient management. They are manned by civil servants who are not 

'M il- Patwardhan. "Economic Growth: Role of Public, Private Sectors", The, 
Economic Times, 27 March 1981, Italics mine. 
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conservant with the actual working of industrial enterprises and lack of 
specialised training for complex industrial jobs. Delivering the TTK 
Memorial Lecture on the “Management of Industrial Change” on 7 
March 1983 Dr Manmohan Singh, the Governor of RBI, pointed out 
that the directors in some public sector units “do not possess adequate 
experience and expertise to exercise their functions effectively.” Again, 
on account of the structure of salaries and perks obtaining in public 
enterprises, it has not been possible to attract and retain the best of 
professional personnel. The remunerations of top level executives in 
such enterprises are even lower than the reduced remunerations of 
private sector enterprises Moreover, there are frequent changes and 
transfers at the top level. Often many senior positions remain unfilled 
for long. AH these factors adversely affect decision-making m public 
undertakings and hence their operational efficiency. 

The cost structure of public enterprises has been very heavy. “In 
respect of many, if not most, of public sector enterprises, it has been the 
experience that construction periods were much longer than originally 
projected. Some of this delay has arisen from such elementary facts as 
inadequate project preparation or unrealistic assumption about supply 
lags. More frequently, there have been changes in the size or design of 
the project at various stages of its construction. Whatever the cause, the 
result often is cost over-run together with loss of production for several 
months in the initial period. Further, because of the desire to locate 
large-sized industrial project in hitherto backward areas, both the cost 
and execution of the project depends heavily on the creation of 
adequate infrastructure facilities. There have also been delays because 
of the interlinking of projects — steel plants with heavy engineering 
plants, or with coal mines or with railway facilities, electricity 
generation with the manufacture of electrical machinery, cables, 
transmission towers and so on by other public sector units, etc It 
obviously enhances the transmission of delays and high cost in one unit 
to the other. Over and beyond all these, the construction of various 
facilities required for whole township to house the employees have to be 
provided. Once the unit starts operating, cost increase have occurred 
because of inadequate utilisation of capacity, inefficient inventory 
management, absence of adequate purchase or selling arrangements ~ 2 

Pricing policies of the public sector enterprises have not been based 
on rational considerations. In certain cases, there has been underpricing 
of products which has tended to benefit the private sector using those 
products. In the majority of the cases there are administered prices and 

'K S KnshiuMvain). The Public Sector UnJeiuking*. Ajit [lhig.il Mem. <iu| Lei* " 
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subsidised prices. There is also the scheme of price preference for public 
sector units in the matter of government purchases which is an indirect 
means of subsidising their losses. Though almost all enterprises in the 
public sector accept the need to realise a minimum rate of return on 
investments, yet they have failed to achieve the desired rate due to 
defective pricing. “The deficiencies in the system of pricing of public 
sector products have had the obvious effect of enlarging the burden on 
the budgets of the Central and State Governments. Progressively, some 
of these burdens have been transferred to the long-term financing 
institutions, and banks. Even with their support it is becoming 
increasingly difficult for many units in the public sector to provide 
adequately for maintenance and enlargement of capacity.” 3 

Measures for Improvement 

On the recommendations of the Sengupta Committee, the Govern- 
ment have adopted a number of measures for improving the perform- 
ance of Central public enterprises. It has given increased financial 
powers to the enterprises for incurring capital expenditure. The Board 
level executives have been given a tenure of 5 years, and managerial 
personnel have been allowed lien for 3 years if they join other public 
enterprises. The number of Government directors on the Boards of 
public enterprises have been reduced in order to reduce the Govern- 
ment interference to the minimum. More emphasis has been given for 
training of managerial personnel. “An added thrust has been given to 
productivity increases, cost control, cost reduction and value engineer- 
ing. A series of other steps such as provision of captive power facilities 
wherever found necessary, technology upgradation, modernisation, 
product diversification, introduction of improved maintainence prac- 
tices, etc. have also been taken to upgrade the performance of public 
enterprise.” 4 . 


Hbid. 

J GOI. Bureau of Public Enterprises, Public Enterprises Suney I9S5-S6, Vol. i, 1987. 


Chapter 79 

INFLATIONARY TRENDS IN INDIAN ECONOMY 


INTRODLCTION 

Indian economy has been experiencing occasionally mild and often 
severe inflationary trends since June 1955 This chapter anal)scs the 
behaviour or prices during the five-year plans and the causes responsible 
for inflationary rise in prices 

PRICE BEHAVIOl'R l M)ER HIE PLANS 

The First Five-Year Plan (1951-56) was launched with the avowed 
objective of combating inflation following the Second World War and 
the Partition of the country It succeeded in achieving this objective 
through favourable monsoons, world factors and Government mea- 
sures. Production of foodgrams rose by 20 per cent, of cotton by 45 per 
cent, and of oil seeds by 8 per cent The index number of agricultural 
production for all crops by 2 1 points and that of industrial production by 
18.4 points. Money supply increased by 13 per cent, while deficit 
financing was of the order of Rs 333 crorcs The increase in money 
supply was in keeping with the requirements of an expanding economy 
which absorbed this amount without generating any inflationary 
pressure. Bumber crops, the disinflationary fiscal and monetary 
measures and the end to the Korean war helped to neutralise the effects 
of deficit financing As a result, the index of wholesale prices fell by 22 
per cent, of food' articles by 25 9 per cent, of manufactures by 3 6 per 
cent, and of industrial raw materials by 31 9 per cent 
The Second Plan (1956-61) was much bigger than the First Plan The 
total outlay was to the tunc of Rs 7,600 crorcs comprising of Rs 4,600 
crorcs in the public sector and Rs 3,000 crorcs in the private sector 
Deficit financing was 20 per cent (Rs 954 crorcs) of the public sector 
outlay of Rs 4,672 crores The increase in money supply was 31 per cent 
but the growth in real national income was 22 per cent Heavy 
investment, deficit financing, increase in money supply but slow growth 
of national income, failure of agricultural crops and difficulty in 
importing capital and raw materials due to deficit in balance of 
payments were the principal causes responsible for an all round rise in 
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prices. Consequently, the general index of wholesale prices rose by 31 
per cent, of food articles by 27 per cent, of industrial raw materials by 45 
per cent, and manufactures by 25 per cent. 

The Third Plan (1961-66) witnessed steep rise in prices, especially of 
food articles. Food articles rose by over 45 per cent, industrial raw 
materials by 32 per cent, manufactures by 20 per cent and all 
commodities by 30 per cent. The rise in defence expenditure due to the 
War with China in 1962 and with Pakistan in 1965, the substantial 
increase in public and private outlay, a high dose of deficit financing and 
increase in money supply were mainly responsible for the inflationary 
pressures during the Plan. Deficit financing was 13.2 per cent (Rs 1,133 
crores) of the total outlay of Rs 8,577 crores but the increase in money 
supply was 48 per cent. These factors coupled with the slump in 
agricultural production in 1965-66, actually caused a near 6 per cent fall 
in the real national income in the last year of the Plan. Besides, there 
was a considerable increase both in coverage and in the rates of Union 
excise duties and general sales tax. These had the effect of pushing up 
the prices. Difficulties of foreign exchange further worsened the 
situation as industrial raw materials could not be imported in required 
quantities. Transport bottlenecks and labour unrest failed to bring 
about substantial increase in industrial production. Many industries 
suffered from idle capacity to the extent of 50 per cent. Maldistribution 
and faulty system of controls of essential commodities gave a further 
fillip to the already worsened situation. Hoarders, intermediaries and 
blackmarketeers created scarcities in foodgrains and consumer goods. 

Annual Plans (1967-69). During the first two annual Plans 1966-67 
and 1967-68 the wholesale prices rose by 14 per cent and 11.6 per cent 
respectively. The substantial rise in prices was due to the persistent 
imbalance in the economy arising from supply shortages on the one 
hand and increase in monetary demand on the other. It was also to some 
extent due to higher costs of imported raw materials and foodgrains 
consequent on the devaluation of the rupee in June 1966. The 
price-wage-cost spiral prompted manufacturers Of certain essential 
commodities to raise prices with the consent of the Government. 
However, prices became relatively stable during the Third Annual Plan 
(1968-69) due to a bumper harvest. The general price level fell by 1 per 
cent. 

Fourth Plan (1969-74). In the beginning of the Fourth Plan, the price 
rise was modest being 3.8 per cent in the first year of the plan but 
gathered momentum with every year reaching 20.2 per cent in the last 
year. The overall increase in. the wholesale price index was 45 per cent 
during the Plan period. The factors responsible for the price rise were 
varied and, many. Deficit financing was 12.7 per cent (Rs 2,060 crores) 
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of the total Plan outlay. Money supply increased by more than 64 per 
cent whereas the growth rate of real national income was about 17 per 
cent during the five years. Heavy taxation, influx of refugees from East 
Pakistan, the Indo-Pak War of December 1971, the failure of crops in 
1972*73 and 1974-75, the increase in the price of crude oil by OPEC by 
four times in 1973, and the worldwide inflationary trends pushed up the 
prices of domestic and imported goods. Besides the shortfall in cereals, 
fibres, pulses and oil seeds, the growth of industrial production had 
been particularly unsatisfactory. Certain elements of the cost-push type 
had also been in operation. Speculative activities seeking to exploit 
emerging shortages had played their part in several segments of the 
price line. 

Fifth Plan (1974-79). The five years of the Fourth Plan witnessed a 
staggering increase in prices by 25.2 per cent This was due to the 
continued sluggishness of agricultural production, disproportionate 
expansion of money supply and heavy doses of deficit financing in the 
two previous years as well as in 1974-75. There was also a large increase 
in prices of various petroleum products and fertilisers in the beginning 
of 1974. Inflationary trends in the world markets led to sharp increase in 
prices of a large number of imported products of basic importance to the 
economy, thereby giving further stimulus to the already operating 
strong inflationary pressures within the economy. 

To check these inflationary trends, the Government adopted a 
number of fiscal and monetary measures to mop up savings and reduce 
the growth of money supply. It also mtcrsificd ns operations against 
smugglers, hoarders and black markcctcrs. The use of M1SA immobil- 
ised a part of black money. AH these measures, coupled with an 
excellent crop in 1975-76, provided a remarkable brake on the spiralling 
prices which resulted in a decline of 1. 1 per cent in the price level 
Thereafter, during the period of Emergency until 1978-79, there was a 
reasonable degree of price stability, the price nsc being 2 1,52, and 0 1 
per cent for the years 1976-77, 1977-78, and 1978-79 

Sixth Plan (1980-85) The behaviour of prices in the first three > cars of 
the Sixth Plan was encouraging. It showed a declining trend in the rate 
of inflation. The growth in the wholesale price index which was 18.2 per 
cent in 1980-81 which came down to 9.3 per cent in 1981-82 to 2.5 per 
cent in 1982-83. But the rate of price rise was 9 3 in 1983-84 During this 
year, a variety of administered prices were hiked The hike in 
administered prices imparted an upward push to the price level. Still the 
price situation appeared to be normal in the Sixth Plan. The annual 
inflation rate on a point to point basis was 8 per cent m terms of 
wholesale price index and 9.5 per cent in terms of consumer price index. 
The reasons were an average growth rate of money supply (Mj) of 16 
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per cent and the annual average growth rate of 5 per cent during the 
Plan period. 

Causes of Inflationary Rise in Prices 
Economists differ over the causes that lead to inflationary rise in 
prices. There are the quantity theorists or monetarists who explain 
inflation due to demand pull or excess demand often described as “too 
much money chasing too few goods.” According to them, inflation is the 
result of excessive increase in the money supply in the face of an 
inelastic supply of goods and services. Other economists ascribe 
inflation to cost-push factors. Cost-push inflation is caused by wage- 
push and profit-push to prices. The basic cause of wage push inflation is 
the rise in money wages more rapidly than the productivity of labour. It 
is further aggravated by upward adjustment'of wages to compensate for 
the rise in the cost of living index. The grant of additional D.A. with the 
increase in the cost of living index by 8 points in India is an example of 
wage-push inflation. Again, a few sectors of the economy may be 
affected by money-wage increases and the prices of their products may 
start rising, in case their products are used as inputs for the production 
of commodities in other sectors. As a result, production costs of other 
sectors will rise, and thus push up the prices of their products. Thus 
wage-push inflation in a few sectors of the economy may lead to 
inflationary rise in prices in the entire economy. Further, an increase in 
the domestically produced or imported raw materials may lead to 
cost-push inflation, as these raw materials enter into the cost of 
production of finished products. Another cause of cost-push inflation is 
profit-push inflation. Oligopolistic and monopolistic firms; raise the 
prices of their products to offset the rise in labour and production costs 
so as to earn higher profits. There being imperfect competition in the 
case of such firms, they are able to “administer prices” of their 
products. In an economy in which administered prices exist, there is at 
least the possibility that these prices may be administered upward faster 
than costs in an attempt to earn greater profits. This leads to profit-push 
inflation. 

The structuralist school of Latin America stresses structural rigidities 
in a developing economy as the principal cause of inflation. According 
to this view, structural inflation , is caused by two basic rigidities. First, 
the rate of export growth in a developing economy is slow and unstable 
which is inadequate to support the required growth rate of the economy. 
The sluggish growth rate of export necessitates a continuous policy of 
import substitution which, in turn, leads to a cost-push because of the 
high prices of imported materials and equipment. The secular deteriora- 
tion in the terms of trade of primary products of developing countries 
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further limits the giowth of the income from exports which often leads 
to exchange rate devaluation. Second, agricultural production is 
inelastic in such economies due to defective system of land tenure and 
other rigidities in the form of lack of irrigation, finance, marketing and 
other facilities. Thus structural inflation may result from cost of import 
substitution, rise in agricultural prices deterioration in the terms of 
trade, and exchange rate devaluation. These factors add to cost-push 
inflation. 1 

But it is not correct to argue that inflationary rise in prices in India has 
been due to either demand pull or cost-push or structural factors. In 
fact, the actual inflationary process contains some elements of three 
principal causes affecting demand and supply forces. We examine the 
factors lying behind demand and supply in the light of the Indian 
economy. 

Demand Side 

The following factors have been responsible for increasing the 
demand for goods and services in relation to their supply in the Indian 
economy, thereby leading to inflationary rise in prices 

1. Increase in Population and Urbanisation. There has been a record 
growth of population by 324 million during 1951-81. Over the same 
period urban population increased by 94 million. There has also been a 
rapid increase in the number of towns of all categories. The number of 
Class I towns increased from 74 to 216, Class II town from 95 to 270, 
Class III towns from 330 to 739, and Class IV towns from 621 to 1048. 
Natural increase in population, industrialisation, and migration from 
rural areas leading to urbanisation has led to increase in the demand for 
food and other consumer goods and services like medical, educational, 
water, transport and other facilities alongwith rising money incomes. 

2. Increase in Government Expenditure. Since 1950-51 when India 
started on the road to planned economic development, expenditure of 
the Centre, State Governments and Union icmtoncs has been steadily 
increasing. From a mere Rs 744 crorcs in 1950-51, the total expenditure 
of the Centre, State Governments and Union territories had nsen to 
Rs 73,215 crorcs in 1984-85. During the successive five-year plans, huge 
investments have been made on the development of agriculture, 
industry, power, irrigation, transport, communications, etc not only by 
the Government but also by the private sector, thereby creating demand 
for goods and services. Expenditure on such items has a long-gestation 
period and fails to increase the supplies of goods and services in the 

'For a detailed analysis of the different types of inflation, refer to the au* 
Macroeconomic Theory, 19S6 
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short-run. Thus they add to inflation. Not only this, there has been a 
phenomenal increase in the non-development expenditure in the form 
of defence, interest on public debt, administrative expenditure, sub- 
sidies, etc. Such expenditure increases incomes and demand for goods 
and services but does not add to the supply of consumer goods, thereby 
giving a fillip to inflation. 

3. Increase in Money Supply. Another important factor on the 
demand side has been the rapid increase in money supply with the 
public (Mi) which consists of notes and coins and deposits with banks. 
The increase in money supply is essential to meet the growing demand 
of a developing economy which is being structurally transformed by the 
development process. So long as the growth rate of the economy is high 
enough to absorb the increase in money supply, there is no inflationary 
rise in prices. But in India the increase in money supply has been much 
higher than the growth rate of the economy. On the average, money 
supply has increased by 14 per cent per annum, the economy at the rate 
of 3.5 per cent and consequently the price level at 10.5 per cent in India. 

4. Deficit Financing. Deficit financing has been one of the major 
factors in increasing the money supply, thereby contributing to 
inflationary trends in the Indian economy. With every five-year Plan, 
the amount of deficit finance has been on the increase. It was Rs 333 
crores in the First Plan, Rs 948 crores in the Second Plan, Rs 1,133 
crores in the Third Plan, Rs 2,060 crores in the Fourth Plan, and 
Rs 3,590 crores in the Fifth Plan. During the Sixth Plan, the budgetary 
deficits amounted to Rs 16,331 crores. Such huge deficits have been 
used to finance development and non-development expenditure, 
thereby increasing the money supply, and have Jed to inflationary rise in 
prices. 

5. Effect of Black Money. In India, there is a parallel economy 
supported by black money. Black money is unaccounted money in the 
hands of tax evaders, speculators, smugglers, hoarders, black mar- 
keteers, etc. Due to persistant rise in prices, traders and businessmen 
create artificial scarcities by hoarding essential commodities and 
indulging in speculation in order to profit more. Such unaccounted 
money is spent on luxury goods, real estate, gold, jewellery, etc. and 
leads to conspicuous consumption, thereby adding to further rise in 
prices. 

Supply Side 

On the supply side, there have been a number of factors responsible 
for scarcity of agricultural and industrial products and those leading to 
rise in costs of commodities, and consequently to rise in prices. 

1. Erratic Agricultural Production. In India, there are substantial year 
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to year variations in agricultural production caused by exogenous forces 
like doughts, floods, etc. For instance, the index number of all 
agricultural commodities was 102 7 m 1960-61 which fell to 95.8 per cent 
in 1965-66, rose to 112.9 in 1970-71 and to 127.2 in 1975-76, then fell to 
115.7 in 1976-77, rose to 139.3 in 1978-79 and again fell to 114.8 in 
1979-80, and rose 140 5 in 1981-82 and fell to 137 5 in 1982-83 and rose 
to 155 in 1984-85 Such wide fluctuations in agricultural production are 
one of the major factors in the inflationary rise in prices of foodgrains 
and other agricultural commodities Moreover, there has been stagna- 
tion or nominal increae in the production of several crops like jowar, 
bajra, and pulses among foodgrains, groundnut and sesamum among 
oilseeds, and jute. For instance, the annual growth Tate calculated on 
the basis of triennial averages of production for 1949-50 to 1951-52 and 
1978-79 to 1980-81 for jowar and bajra comes to 2 3 per cent, of pulses 
0 8 per cent, of groundnut I 8 per cent, of sesamum ( — ) 0 1 per cent 
and jute 0 2 per cent. Consequently, the prices of these products have 
tended to increase manifold 


2 Hoarding and Speculation. Taking advantage of the erratic supply 
of agricultural commodities, traders hoard essential commodities like 
wheat, rice, oil-seeds, sugar, etc and also indulge in speculation in 
anticipation of the future rise in their pnccs A commodity may be 
scarce in the open market but is available in sufficient quantities at a 
very high price in the black market 

3 Sluggish Industrial Production. Sluggish production of industrial 
goods has also been an important factor in creating scarcities and 
thereby arising the pnccs of products Dunng the initial 14 years 
(1951-65) of our planning, the industnal growth rate was about 8 per 
cent But it slowed down to 4 per cent dunng 1965-79 and fell to (— ) 1 4 
per cent in 1979-80 It picked up to 4 per cent in 1980-81 and further to 
8 6 per cent in 1981-82 But again fell to 3 9 per cent in 1982-83 and rose 
to 5.8 per cent in 1981-85 Taking the use-based classification, there has 
been substantial decline from year to year in the growth rate of capital 


goods, basic, intermediate and consumer goods industnes Factors 
responsible for this hare been' (a) the wars of 1965 and 1971 which 
diverted potential productive investment into unproductive uses. (6) the 
successive droughts of 1965-67. 1971-73. 1979-SO and 1982-83 which 
restricted the suppl) of agricultural raw materials-, (c) supply constraints 
in the form of mfrastructural bolllcnects like power, transport, etc . (J) 


deceleration the growth rale of public sector investment ,n real terms; 
(e) constants on private investment ,n the form o licencing./ -• 
exchange, taxation and credit poltoes. etc ; and f0 low . 
utilisation to the extent of 52 per cem m certain mdustnes 
factors have helped in raising the pnccs of unto . 
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4. Increase in Commodity Taxes. Increase in commodity taxes in 
every budget tend to raise the prices of products by more than the 
amount of the tax. For instance, Central excise duties are levied on 
about 150 items and the rates of duty are enhanced almost every year. 
Consequently, the revenue from Union excise duties alone increased 
from Rs 155 crores in 1950-51 to Rs 11,167 crores in 1984-85 (R.E.). 
There are also important duties on a variety of consumer, intermediate 
and capital goods which also raise their prices. Besides, the State 
Governments levy sales tax, state excise duty and octroi duty which 
further tend to raise the prices of commodities. Thus the variety of 
commodity taxes have been instrumental in increasing inflationary 
pressures within the Indian economy. 

5. Raising of Administered Prices and Freights. An other factor 
responsible for the cost-push inflation has been the raising of adminis- 
tered prices of a number of commodities from time to time and of 
railway freights in the railway budget almost every year. The Govern- 
ment has been revising upwards the administered prices of levy 
(controlled) cement, levy sugar, petroleum products, pig iron, iron and 
steel items, coal, paper, drugs, etc. By and large the output of the public 
sector constitutes an input of the private sector. So an increase in the 
administered prices of public sector output raises costs and inparts an 
upward push to the price level all-round. Coupled with the increase in 
railway freights, administered prices have stoked the fire of inflation. 

6. Rise in Import Prices. Global inflation and hike in oil prices in 1974 
and 1979 have raised the prices of our imports thereby giving a further 
fillip to inflationary pressures within the economy. The prices of such ; 
vital imports as capital goods, cereals, chemicals, edible oils, fertilisers, 
petroleum products, etc. have been rising since the 1970s in the world 
markets. These have naturally helped in raising the price level in the 
country. 

Thus forces operating both on the demand and supply side have been 
responsible for the inflationary trends in the Indian economy. 

Government Policy to Control Prices 

The Government s price policy has been to stabilise prices. For this, it 
has been adopting various monetary, fiscal and other measures to check 
demand and raise supplies of commodities. 

1. Monetary Measures. The Reserve Bank of India (RBI) has been 
following the policy of controlled monetary expansion. It is guided by 
the twin objectives of avoiding excess build up of liquidity at a time 
when inflationary pressures re-emerge in the economy and regulating 
the flow of credit to stimulate and sustain production. To contain 
inflationary pressures, the RBI raises the Cash Reserve Ratio (CRR) in 
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several stages. At the same time care is taken to ensure that the supply 
of credit does not become a constraint for expanding productive activity 
and selected areas are stimulated by greater availability of credit. For 
instance, under the selective credit control policy which came into force 
on 1 April 1985, the maximum lending rate was brought down from 18 
to 17.5 per cent. Lending rates in the highest bracket which had 
increased by as much as 4.5 percentage points since September 1979 
were subjected to a somewhat larger reduction that the rates for other 
categories. Interest rates on short-term loans in respect of agriculture, 
small scale industry, exports and State level corporations assisting 
artisans, village and cottage industries and State sponsored Scheduled 
Castes/Scheduled Tribes Development Corporations were reduced, the 
reduction ranging from 0.25 percentage points to 1.0 percentage point. 

To control excess liquidity in the banking system, the CRR was raised 
from 7 per cent to 8.5 per cent in three stages of half per cent each with 
effect from May, July and August 1983. 

In view of the continued excess liquidity in the banking system, in 
addition to the 10 per cent incremental cash reserve ratio, the normal 
cash reserve ratio of 8 5 per cent was further raised to 9 per cent with 
effect from February 1984. 

Under the selectivetredit control policy, some adjustments have also 
been made from time to time to strengthen the redistributive effect of 
credit policy. These include reduction in interest on advances for 
fertiliser, retail trade, procurement of pulses and oilseeds, for farmers, 
professionals and self-employed belonging to Scheduled Casts/Tnbes, 
and professional and self-employed women. 

In brief, the monetary and credit policy of the RBI is governed by the 
twin objectives of supporting economic expansion, especially in selected 
industries facing a demand constraint, while at the same time exercising 
due caution with regard to the rate of monetary expansion. 

2. Fiscal Measures. The Government adopts a number of Fiscal 
measures to stimulate production of various commodities on he one 
hand, and curtail expenditure to discourage demand on the other hand 
To provide fiscal support to the production of durable consumer goods, 
the Government announces relief in Union excise duties from time to 
time in its annual budgets. Concessions in import duties are allowed in 
the case of certain inputs, components, and specified machinery. Similar 
concessions in import duties arc given in respect of raw materials, 
components and machinery for the manufacture of import substitute 
goods. 

In January 1984, Government introduced a package of measures 
aimed at strengthening fiscal discipline, including inter alia, curbs on 
expenditure, and a temporary ban on fresh Government recruitment 
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‘entral Ministries and other agencies have been asked to cut non-plan 
spenditure by 3 per-cent of the approved amount and the approved 
lan outlay by 5 per cent. Further financial allocations for financial 
>sses of the public sector enterprises are not allowed. 

3. Physical Measures. The aim of physical measures is to ensure 
roper allocation of scarce resources for the purpose of price stabilisa- 
:on. In India, physical measures include controlling the prices of certain 
ssential commodities, fixation of prices of agricultural products, and 
istribution of essential commodities through the public distribution 
ystem. 

(a) Control Over Prices. Earlier, the prices of essential commodities 
ike foodgrains, sugar, paper, cement, vegetable oil, etc. were control- 
ed. But as the supply situation eased some of the essential commodities 
rere decontrolled or partially controlled. At present, the Government 
las been following a policy of dual prices in the case of sugar, paper, 
loth, cement, etc. The aim is to supply such essential commodities at 
:ontrolled prices and in fixed quantities to the weaker sections and 
)thers are allowed to purchase them at higher prices in the open market 
n unlimited quantities. 

(b) Fixation of Prices of Agricultural Products. The price policy for 
lgricuitural products is guided by the objectives of providing remunera- 
te prices to the producers to facilitate procurement and to eliminate 
toarding and speculation. Under this policy, the Central and State 
governments make upward revisions in the support/procurement prices 
af major agricultural commodities like wheat, paddy, pulses, oil seeds, 
:otton, sugarcane, jute, coarse grains, etc. Price revisions are made on 
the recommendations of the Agricultural Prices Commisson which has 
been redesignated as Commission for Agricultural Costs and Prices. 

(c) Public Distribution System. The Public Distribution System (PDS) 
aims at supplying selected essential commodities like cereals, sugar, 
edible oils, kerosene oil, soft coke and controlled cloth to the low 
income groups of the society at fixed prices and in fixed quantities. The 
PDS functions through a national network of fair price shops. There 
were 3.22 lakh fair price shops on 1 October 1985. Besides, the PDS, the 
State Governments also procure and supply pulses, vanaspati, toilet 
soaps, cycle tyre and tubes, battery cells, salt and tea to consumers at 
fixed prices through authorised retail outlets including consumer 
i-ooperative societies and super bazars. Moreover, institutions like the 
National Agricultural Cooperative Consumer Federation (NAFED) 
and National Cooperative Consumer Federation (NCCF) have been 
playing an important role in the distribution of certain essential 
.ommodities like pulses, eggs, onions and potatoes at fixed prices in 
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4. Increase in Supply. Another important plank of the Government’s 
price policy has been towards increasing the supplies of agricultural and 
industrial products through increased production, building buffer stock 
and importing essential commodities. Efforts are being made to increase 
production of foodgrains, cash and horticulture crops: (i) by spreading 
high-yielding varieties of inputs such as quality seeds, subsidised 
fertilisers, etc. (ii) through the extension of irrigation and water 
management programmes; ( iii ) by promoting agricultural research, 
education and extension; (rv) by institutional and organisational 
arrangements to assist small and marginal farmers; and (v) by 
diversification of allied agricultural activities such as animal husbandry, 
dairying, fisheries, etc. 

Government has been taking action in several directions to stimulate 
investment and facilitate increased production of essential consumer 
goods in the industrial sector. The important measures have been 
towards import duty reduction on machinery, assistance for modernisa- 
tion, reduction in excise duties, liberalisation of rules regarding capacity 
creation, liberal imports of components and industrial raw materials, 
encouragement to import substitution industries through foreign col- 
laboration, etc. 

Above all, to augment the supplies of essential food products like 
foodgrains, sugar, etc., during periods of scarcity, the Government has 
been following the policy of building buffer stocks Besides, it imports 
foodgrains and edible oils in large quantities in order to meet the 
domestic demand for them. 

Thus the Government has been giving high priority to pnee control 
policies which aim at increasing supplies and restraining the growth of 
aggregate demand through monetary, fiscal, physical and other 
measures. 1 


'For suggestions refer 10 Micro- aspects of pnee policy in a developing economy relating 
to agriculture, consumer goods, industrial raw materials, enterprises, and wages in 
Chapter 42. 


Chapter 80 


FOREIGN TRADE AND BALANCE OF 
PAYMENTS IN INDIA 


INTRODUCTION 

The role of foreign trade in economic development was discussed^ i 
Part Five of the book. 1 The present chapter examines the role of foreig 
trade in India’s economic development since the beginning of th 
planning era. More than three decades have passed since India starte 
on the path of planned economic development in 1950-51. During th 
period, important changes have taken place in the volume, compositioi 
and direction of its foreign trade. These features of India’s trade ai 
discussed below. 


VOLUME OF TRADE 

The size or magnitude of India’s foreign trade of the total value 
imports and exports has been rising considerably since 1950-51, 
shown in Table 80.1. For the period 1950-51 to 1960-61, India’s tol 
value of foreign trade rose by 43.9 per cent, during 1960-61 to 1969-70 
rose by 66.4 per cent, and by 388.5 per cent during 1970-71 to 1979-8 
Taking the period 1950-51 to 1984-85, the total value of India’s fore! 
trade increased by about 23 times. In absolute terms, it rose from a me 
Rs 1,251 crores in 1950-51 to a very high figure of Rs 28,881 crores 
1984-85. 

Imports. During 1950s, the increase in the value of trade was slo 
Exports were almost stationary and were confined to traditional itei 
of primary goods. But imports increased by 75.4 per cent over t 
period 1950-51 to 1960-61 because of increasing imports of foodgraii 
raw materials and captial equipment and machinery. The emphasis 
heavy industries during the Second Plan necessitated the imports 
machinery and capital equipment which increased the total value 
imports. The emphasis on heavy industries was continued during t 
Third Plan and the Three Annual Plans which led to increased impo 
of machinery and equipment. Bad weather conditions also led to larj 
imports of agricultural raw materials and foodgrains. Coupled w 
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these factors, the Devaluation of the Indian Rupee in June 1966 further 
raised the value of imports. Consequently, the value of imports rose by 
38,8 per cent over the period 1960-61 to 1969-70. 

Dunng 1970s, imports rose at a faster rate than exports. Imports 
increased by 668 7 per cent in 1980-81 over 1970-71 while exports 
increased by 335 per cent in value terms. The large increase in the value 
of imports occurred in the case of peiroleum and petroleum products 
due to the increase in their prices by OPEC countries, first in 1973-74 
and then in 1979 and 1980. Besides, the inflationary trends in the world 
also helped in increasing the prices of other imports. In 1980-81 the 
value of imports rose by 37 per cent. One of the principal items which 
led to such a high increase was imports of petroleum and pertoleum 
products whose value rose by 58 per cent in 1980-81 over the previous 
jear. With the increase in the domestic production of crude oil India's 
share of POL in overall imports fell from 42 per cent in 1980-81 to 31.5 
pet cent m 1984-85. During the Sixth Plan, imports grew at an annual 
rate of 13.3 per cent. 


Table 80.1. India’s Foreign Trade 



JW?,£ GCI & s - Monthly Siausucs fa*** 
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index rose by 250 per cent over the same period. This shows that India is 
being squeezed for her imports by the developed and oil-rich countries 
through the rise in the prices of their export commodities. 

Exports. Over a period of thirty years (1950-51 to 1984-85) India’s 
exports increased by more than 19 times. During the First and Second 
Plans exports remained almost stagnant around Rs 600 crores on the 
average. The adoption of various export promotion measures during the 
Third Plan broke the stagnation spell and exports showed an upward 
trend, being Rs 1,269 crores in 1965-66 at post-devaluation rates. After 
the devaluation of June 1966, exports of iron ore, leather and leather 
manufactures, cashew, kernels, engineering goods,' iron and steel, 
chemicals and allied products, etc. received a further boost. In 1969-70 
exports had risen to Rs 1,413 crores, so that they had increased by 96 
per cent over the 1960s at post-devaluation rates. The annual average 
growth rate of exports for the period 1960-70 comes to 3.6 per cent 
which cannot be termed as satisfactory. 

It was, however, in the 1970s that the rate of growth of exports 
increased considerably. During 1970-71 and 1971-72, exports increased 
by 8.6 per cent and 4.8 per cent respectively.. Then for the next five 
years ending 1976-77, the increase in exports was spectacular. Exports 
recorded a growth rate of 23 per cent in 1972-73, 28 per cent in 1973-74, 
32 per cent in 1974-75, 22 per cent in 1975-76 and 27 per cent in 1976-77. 
Thereafter , the growth rate slumped to just 5 per cent in 1977-78, 6 per 
cent in 1978-79, moved up to 12 per cent in 1979-80 and again fell to 4.6 
per cent in 1980-81. The Sixth Plan achieved an annual growth rate in 
exports of 12.5 pec cent. 



exports from 108 in 1971-72 to 210 in 1976-77; ( b ) the increase in the 
quantum index of exports from 107 in 1971-72 to 174 in 1976-77; (c) new 
markets for India s exports in oil producing countries with the boom in 
oi prices; ( d) increase in the competitive capacity of Indian exports with 
the rise in world prices of all commodities; (e) link with pound upto 1975 
et to virtual devaluation of the rupee; (/) recession in domestic 
industries; (g) boom in the value of agro-based exports, such as oil 
ca -es, marine products and sugar; and (h) increase in project exports to 
the Middle East countries. 

The sluggishness of exports for the period 1977-78 to 1984-85 had 
een due to a combination of domestic supply constraints and adverse, 
externa circumstances. Some of these were: (a) decline in the quantum 
index of exports from 174 in 1976-77 to 168 in 1977-78 and thereafter a 
s ow rise and then a decline in 1980-81; (6) almost constant unit value 
in ex for the three years reflecting a decline in the unit value of some of 
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the exports; (c) domestic problems such as labour strikes, power short- 
ages, transport bottlenecks, etc.; (</) decline in demand for Indian exports 
abroad; (e) adoption of protective measures by developed countries; (f) 
Government of India’s policy of restricting the exports of consumer 
goods needed within the country; and (g ) fall in the value of dollar 
reduced the value of Indian exports. 

In order to determine the contribution of India's exports to the 
development of the economy a number of indicators arc taken into 
account. The first is India’s share in world exports. The country's share 
has gone down from 2.2 per cent in 1950 to 1.2 per cent in 1960 to 0.7 
per cent in 1970 and to 0.46 per cent in 1983. Another indicator is the 
share of exports as a percentage of GNP which fell from 6.3 per cent in 
1950 to 4.2 per cent in 1970. But it started looking up and was 9.8 per 
cent in 1984-85. 

The precentage of imports financed by exports also determines a 
country's export position. In India, it was 90 per cent in 1950-51 which 
went down to 61 per cent in the Third Plan, rose to 94 per cent in 
1970-71 and further to 106 per cent in 1972-73, but fell to 70 2 per cent m 
1979-80, to 53.5 per cent in 1980-81 and to 68.6 percent in 1984^85 The 
decline from 1980-81 is due to a very large increase in import* jp. gainst 
exports. 

The reasons for the sluggish growth in Indian exports ji.\* -ri/isesiic 
supply constraints, the lure of the highly profitable iSocwsec r-»rket 
which does not encourage exports, unfavourable world e.-.v-*v\i:nent for 
exports, and increase in protectionism accompanied hv quotas cum to- 
some quality control, countervailing duties, etc bv the develvwy’ 
countries. 


, , COMPOSITION OF TRADE 

Mere increase in the value of imports and evports of a ciRssrN * -v* > - 
indicator of the level of economic development of a count* l. n tV 
composition of trade that is more importani The Ope'O** p-vvN.it*; 
and exported by a country reveal whether a counrn * oi 

backward. The changes occurring in the composite.*' o* ow; tin* 
years also show the economic transformation at eownrtv 
Imports. During the period of the F«M Fnr-i c.«: Ptan. fmb' 
imports consisted mainly of foodgrains, raw jute an»: c.vmh, m 
transport equipment, iron and steel, petroleum and petroleum 
etc. in smjll quantities having total value ot imports 
crorcs. 

It was the adoption of the objective* of rapid i 
particular emphasis on fhedeiekyimem of heavy . 
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the Second Plan that the composition of imports started changing. 
Along with this, the policy of establishing import-substitution industries 
also changed the nature of imports. There are about 300 import 
commodities which have been completely substituted by domestic 
production. Some of them are machine tools, sugar mill machinery, 
cement machinery, railway wagons, commercial vehicles, cars, jeeps, 
land rovers, motor cycles and scooters, bicycles, sewing machines,' 
electric fans, electric lamps, refrigerators, automobile tyres and tubes, 
aluminium, soda ash, caustic soda, ammonium sulphate, etc. - 
In the field of consumer goods, India primarily imports cereals and 
cereal preparations. In 1950-51, the imports of foodgrains were 15.3 per 

V/f 1 imports ’ 16 per cent in 1960-61, 16.5 per cent in 
__ nf . ", f i a " d , 17per cent ln 1974-75. So they ranged between 15 to 17 per 

th P v v f In t ,a £ ImP ° rtS m n ° rmal years ‘ But in periods of bad harvests, 
th e y oTher\ h ‘ 8 H e H aS m 1%5 ‘ 66 When they accounted for 23 per cent. On 

cent! Tg5o7,’ lng P n n o 0dS ° f g °° d harVeStS they decl ^d t0 13 p ^ 

1984 85 Thn h 6 r n t0 ? Per C£nt in 1980 ' 81 and t0 one per cent in 
years InStt, pr ° du ' t,0n of cereaJs ba * increased much over the 
S r rCqU,red lmp0rt them in order to maintain buffer 
when th. J ^expected crop failures, as was the case in 1983-84 

ThVimnorts Cr or d * per C6nt in 1983 ’ 84 — *982-83. 
been on the inrre/ 3 ™ S and intermediate manufacturers have 

diversifying in the^ 'Ot . evelo P ment - This shows that the country is 
imports of such m " U j- fia spbere thereby necessitating increasing 
Sers an^emTeT 35 ^ petroIeum oil and lubricants 
etc. 031 Pr ° duCtS ’ iron and steel > non-ferrous metals, 

re^nermeTfibres r ^man-made) V Hsb 5?" Ma ^ 

production Woollen hn - 6 °^’ _f he became self-sufficient in jute 

man-made TT*- ^ ^ * i,h 

increased manifold. Still the de pr ° ductl0n ' of raw cotton has also 
case. Consequently th* • pendence on harvests continues in this 

raw cotton. For instance ° f fib ? S V3fy W ‘ th the Pr° duction of 

the tune of R s tog rr ’ th ™ ports of raw cotton in 1977-78 were to 

The largest increLnih m 1982 ' 83 only 'vorth Rs. 0.1 crore. 
oil and lubricants (POL) bas oc cnrred in petroleum 

crores which rose to Rs " 19a0 * 5l *. the v alue of POL was Rs. 54.3 

1965-66 to Rs. 138 crores inl969-°70 toRs '° Rs ‘- 108 Cr0reS ‘"'I 

to Rs. 5.409 crores in 1984 85 Th R 5,266 Cr ° res in I980 ' 81 and 

1973-74 and again in 1980 81 ‘J ' m £he prices of P0L in 

gam m 1980-81 considerably raised the value of their 
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imports so that they formed 25.6 per cent of the total import bill in 
1974-75 and 42 per cent in 1980-81. In 1984-85, their share was 31.5 per 
cent. This reflects growth in domestic demand despite rise in indigenous 
production of crude oil. Imports of fertilizers have shown considerable 
fluctuations dunng the past few years depending on good and bad 
harvests. In 1981-82 their imports increased by 1 3 per cent over 1980-81 
which declined by 24 per cent in 1982-83 due to the drought But with 
recovery in agricultural sector, their imports increased by 27 per cent in 
1983-84 and 90 per cent in 1984-85. 

So far as the imports of iron and steel and non-ferrous metals are 
concerned, variations in their values reflects sometimes domestic 
shortages or good production, as also higher demand from industry and 
building up of stock For instance, the imports of iron and steel were to 
the tune of Rs. 193 crores in 1960-61 which fell to Rs. 81.5 crores in 
1969-70 and again increased to Rs 852.4 crores in 1980-81. But declined 
• by 16 per cent in 1983-84 over 1982-83 and by 10 per cent in 1984-85 over 
1983-84. 

Similar was the case with non-ferrous metals whose value of imports 
was stationary at Rs. 75 5 crores in 1960-61 and 1969-70 but increased to 
Rs. 178.7 crores in 1974-75 and Rs 477.4 crores in 1980-81 But fell to 
Rs. 412 crores in 1984-85 

The next important category of imports is capital goods The imports 
of capital goods in value terms rose from Rs 560 5 crores in 1960-61 to 
Rs. 804 crores in 1965-66. This was due to the policy of establishing 
capital intensive industries But in 1969-70 and 1970-71. their imports 
were about one-half of what they were in 1965-66 This was the result of 
the showing down of the tempo of domestic industrial production and 
restrictions of the import policy In 1970s, imports in value terms started 
rising. This trend was the combination of a number of factors First, 
sharp increases in the prices of capital goods by exporting countries 
Second, progressive liberalisation of imports of machinery and compo- 
nents. Third, reduction in import duties on a number of machinery 
items. Consequently, total imports of capital goods rose from Rs 404 
crores in 1970-71 to Rs 1 .910 3 crores in 1980-81 and to Rs 3. 168 CTorcs 
in 1984-85. The increase in 1984-85 over 1980-81 was about 66 per cent. 

It can be concluded that the overall trends of imports reflects that 
India has been becoming an industrialised country where its dependence 
on consumer goods, except cereals and cereal preparations, has been 
eliminated and its requirements of imports arc confined mostly to raw 
materials and intermediate manufacturers which account for more than 
75 per cent of the total imports at present, and about 19 per cent m the 
case of capital goods. 

Exports. Another noteworthy feature of India's foreign trade ha* 
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been the composition of its exports. In 1950-51, traditional exports like 
tea, jute and cotton textiles formed 55 per cent of its total export trade. 
Since then, the policy of industrialisation by import substitution along 
with the objective of a self-reliant economy has dispensed with India's 
dependence on traditional exports. They have considerably widened the 
commodity-mix of India’s exports. Now exports include; besides 
traditional items, innumerable non-traditional items. Among the major 
non-traditional items are oil cakes, leather and leather manufacturers 
including footwear, cashew kernels, engineering goods, iron and steel, 
chemicals and allied products, fish and fish preparations, readymade 
garments, spices, handicrafts, etc. There are also many household 
consumer goods, bicycles, sewing machines, fans, air conditioners, 
refrigerators, scooters, and varied electrical appliances, etc. 

The share of three main traditional items, viz., jute manufactures, tea 
and cotton fabrics, was about 48 per cent of total exports in 1960-61 
which fell to 28.4 per cent in 1969-70, 27 per cent in 1970-71. 15.4 per 
cent in 1980-81 and to 13.3 per cent in 1984-85. On the other hand, some 
of the non-traditional items registered phenomenal increases in 1984-85 
over 1960-61. For instance, the export value of iron ore increased by 
about eleven-fold, of oil cakes six-fold, of leather and leather goods 
eight-fold, of cashew kernel five-fold, of engineering goods fifty-five- 
fold, of iron and steel eight-fold, of chemicals and allied products 
forty-five-fold, of fish and fish preparations thirty-fold, and of spices 
nine-fold. Of the new items which have emerged as important exports 
during the 1970s are readymade garments and handicrafts. They 
registered increase of one hundred two times and twenty-three-fold in 
19S4-85 over 1970-71 respectively. 


DIRECTION OF TRADE 


The direction of India’s foreign trade has undergone important changes 
since 1950-51. In 1950-51, the share of the UK in India’s export trade 

nc cd* f er CetU ’ ° f the USA 10 per cent ’ of Ja P an 1%5 P er cent > of the 

f SbR _ per cent, and of oil exporting developing countries 4 per cent. 
u , a , r ,, aS l ^ e s ^ are ^ ese countries in India’s imports was concerned, 
the UK s share was 26 per cent, the USA’s 20.3 per cent, Japan’s 1.8 per 

cent, oil exporting developing countries’ 4 per cent, and Russia’s share 
was ml. 


Now India s trade relations are not confined to only a few countrie 
r r^ have considerably diversified, especially during the 1970s, I 

1 EEC ' E i CAP - 0PEC ' a " d East European countries, 
fc-xpcjrts. The market-wise distribution of India’s exports for tl 
periods 1970-71 and 1984-85 shows that the share of the USA in India 
total exports increased marginally from 13 percent in 1970-71 to 15 p< 
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cent in 1984-85. But the value of exports to the USA increased by more 
than eight times over the period. The share of the European Economic 
Community (EEC) countries in India’s total exports fell from 18 per 
cent to 17 per cent over the period, and of the UK from 1 1 per cent to 5 
per cent. In absolute terms, the share of the EEC increased seven-fold 
and that of the UK more than three-fold. On the other hand, the share 
of Asia and Oceania countries declined from 25 per cent to 10 per cent 
and of Japan from 13 per cent to 9 per cent, though the value of exports 
to these countries increased in absolute terms. India's exports to 
developing countries declined from 20 per cent to 15 per cent over the 
period. But the value of exports increased in absolute terms. Similarly, 
exports to the East European countries declined from 24 per cent in 
1970-71 to 19 per cent in 1984-85. In the case of the OPEC countries 
India’s export registered an increase from 6 per cent in 1970-71 to 8 per 
cent in 1984-85. 

Imports. There have also been significant changes in the direction of 
India’s imports during the 1970s. The share of the USA in India's total 
imports declined steeply from 28 per cent in 1970-71 to 10 per cent in 
1984-85. The share of the EEC countries increased from 19.5 per cent to 
24.6 per cent but that of the UK declined from 8 per cent to 5 per cent 
over the period. Imports from Asia and Oceania countries declined 
from 10.5 per cent to 8.6 per cent and that of Japan increased from 5 per 
cent to 7 per cent over the period. But the greatest increase occurred in 
the case of the OPEC countncs whose share in India’s imports rose from 
7.7 per cent in 1970-71 to 24 per cent in 1984-85. This was due to the 
increase in the pnees and quantities of petroleum oil and lubricants. As 
in the case of all countncs and regions, the absolute level of imports in 
value terms increased considerably over the years for the East European 
countries but their share in India’s total imports actually declined from 

14 percent to 12.6 percent but it increased from 6.5 percent to 10 5 per 
cent m the case of USSR over the penod. However, in the case of 
developing countncs imports from them remained almost stationary at 

15 per cent, though they increased about eight-fold in absolute terms. 

The direction of India’s foreign trade, as analysed above, reveals that 

the country has geographically diversified its trade relation. It has larger 
outlets for its exports and varied sources of imports. Thus it has shed us 
dependence for exports and imports on a few countncs and has really 
entered into multilateral trade. 

• BALANCE OF TRADE 

India’s trade balance has continuously remained in deficit except in 
1972-73 and 1975-77. Trade defied! arc a concomitant re- "'■d 
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economic development. For development, the country has been 
importing capital goods, raw materials, intermediate products, and even 
foodstuffs. 

In 1950-51, India’s trade deficit was Rs. 49 crores which continued to 
increase with every five-year plan till it reached Rs. 603 crores in 
1965-66, as shown in Table 80.1. This was due to larger imports of 
capital goods, raw materials and intermediate products for setting up 
heavy and import-substitution industries. After the devaluation of June 
1966, exports started looking up and there was also a decline in the 
import of foodstuffs. Consequently, the trade deficit decline to Rs. 99 
crores in 1970-71 and there was a surplus of Rs. 104 crores in 1972-73. 

The sharp increase of 58 per cent in the import bill in 1973-74 over the 
previous year while exports did not show much increase, Jed to a trade 
deficit of Rs. 432 crores. The increase in the value of imports was largely 
due to the increase in the prices of petroleum, oil and lubricants and also 
in the prices of fertilizers, non-ferrous metals, and iron and steel. 
Besides there was an increase in the prices and imports of foodgrains 
and vegetable oils. Thereafter, the trade deficit increased to Rs. 1,190 
crores in 1974-75 and to Rs. 1,222 crores in 1975-76. 

The year 1976-77 was a turning point in India’s trade balance because 
during this year there was a small surplus of Rs. 69 crores after a record 
deficit in the previous year. This was on account of 27 per cent increase 
in the value of exports, and a declineln imports by 3.6 per cent over the 
previous year. 

From this year onward, there had been huge increases in trade deficits 
due to slow growth of exports and fast rise in imports. The rise in the 
import bill was 19 per cent in 1977-78 over the previous year, 13 per 
cent in 1978-79, 34 per cent in 1979-80 and 37 per cent in 1980-81. On 
the other hand, the export bill increased by 5 per cent in 1977-78, 6 per 
cent in 1978-79, 12 per cent in 1979-80, and 4.6 per cent in 1980-81 over 
the previous year. Consequently, the trade deficit had been mounting 
from Rs. 612 crores in 1977-78 to Rs. 1,088 crores in 1978-79, to Rs. 
2,725 crores in 1979-80, to Rs, 5,838 crores in 1980-81 and to Rs. 5,390 
crores in 1984-85. The main reasons for the increase in imports during 
these years had been the increase in the quantum as well as the unit 
value of imports due to a liberal import policy and the need to meet the 
demand for petroleum and petroleum products. On the other hand, 
exports could not increase due to depressed international demand, the 
policy of protection adopted by developed countries, and the supply 
constraints in domestic production. 
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TERMS OF TRADE 

India’s net terms of trade have been unfavourable since 1974-75 thereby 
showing that India has been losing by trading with other countries. The 
net terms of trade are the ratio of unit value index of exports to unit 
value index of imports. In the 1950s, 1960s and early 1970s, the net 
terms of trade were on the whole satisfactory. For instance, in 1954-55 
they were 110 (1952-53=100); in 1960-61 they were 115 (1958=100); 
and in 1972-73 they were 149 (1978-79=100). 

In 1974-75, they declined to 92, and further to 85, in 1975*76, rose to 
93 in 1976-77, and to 114 in 1977-78, but fell to 100 in 1978-79 and to all 
time low level of 81 in 1980-81 and then rose to 120 in 1983-84. The 
reasons for such low levels of net terms of trade had been a steep nsc in 
the unit value index of imports as compared to the unit value index of 
exports. For instance, in 1974-75 the import unit value index rose by 73 
per cent, whereas the export unit value index rose by 25 per cent. In 
1979-80, the import unit value index rose by 14 per cent w hilc the export 
unit value index showed an increase of 5 per cent. It shows that prices of 
India’s exports had been rising slowly, as compared to the steeped rise 
in paces of imports. Dunng 1970s the import prices increased on an 
average by 29 per cent per annum while the export paces rose by 14 per 
cent per annum on the average. 

To have favourable terms of trade, India should reorder its import 
pnoaties, promote import substitutes, and mould domestic capabilities 
toward export industries. Ultimately, it is only b> becoming self-reliant 
in essential imports that India can hope to overcome unfavourable terms 
of trade. 


BALANCE OF PAYMENTS 

Introduction. The balance of pa>mnts of a country is a symmetic period 
of all its economic transactions with the outside world in a given year. Ir 
shows the country’s trading position, changes m its net position - 
foreign lender or borrower, and changes in the official reserve boliv*- 
The balance of payments account of a country consists of the 
account, the capital account and the official settlements account-' 
official rescrv c assets account. The current account of a count? 
of all transactions relating to trade in goods and services 
transfers. Service transactions include travel and transports^-* 
and payments on foreign investments, etc The capo! 
country consists of its transactions in financial assets in ^ * 

and long-term lendings and borrowings, and *... 
investments to and from foreign countries and 
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like the IMF, IBRD, etc. The official reserve assets of a country include 
its gold stock, holdings of its convertible foreign currencies and SDRs, 
and its net position in the IMF." 

India’s Balance of Payments Position since 1951 
Since the beginning of the First Plan in 1951, the Indian economy has, 
by and large, been facing deficit in it balance of payments. Table 80.2 
gives a plan-wise summary of the country’s balance of trade and balance 
of payments on current account. 


Table 80.2.. India’s Balance of Payments 

(Rs. crores) 


Plan Period 

Balance of Trade 

Balance of Payments 

First Plan 

- 541.9 

- 42.3 

Second Plan 

-2339.0 

-1712.6 

Third Plan 

-2400.0 

-1972.5 

Annual Plans 

-1967.6 

-1982.4 

Fourth Plan 

-1563.9 

-2221.0 

Fifth Plan 

-4043.0 

+ 1404.3 

Sixth Plan* 

-30456 

-13936 


‘Preliminary 


The balance of payments position was more satisfactory than 
anticipated during the First Plan. The Plan had estimated an average 
annual deficit of Rs. 180 to 220 crores. But the actual deficit for the 
entire Plan period amounted to Rs. 42.3 crores. The reason was that this 
"as a modest plan which did not introduce fresh schemes. Good 
monsoons did not necessitate imports of foodgrains and agricultural raw 

materials. There was substantial increase in agricultural and industrial 
production. 

The Second Plan was an ambitious and bold plan which aimed to the 
exetopment of industries and transport. This necessitated the imports 
of heavy machinery, equipment, and essential raw materials. Uncertain 
monsoons led to large imports of foodgrains and agricultural raw mate- 
ria s. Consequently, acute foreign exchange crisis developed due to a 
large trade deficit of Rs. 2,339 crores and balance of payments deficit of 
Rs. 1.712.6 crores. 


; Tli!> introductory para mas be left out bv student* if the* 
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The balance of payments position remained tight during the Third 
Plan. The balance of payments deficit was very high, being Rs. 2,400 
crores. The main reasons were rise in imports of industrial raw 
materials, machinery, maintenance imports and defence equipment due 
to the Chinese aggression of 1962 and the Indo-Pak War of 1965 and fall 
in the exports of traditional items like cotton textiles and jute goods. 
Besides, there was also a large increase in the debt-service burden. 

Heavy trade deficits and debt obligations during the Third Plan led to 
the devaluation of the rupee in June 1966. Despite devaluation, and the 
adoption of liberal import policy and encouragement to exports 
following it, the balance of payments position continued to be serious. 
The failure of monsoons necessitated large imports of foodgrains for the 
first two Annual Plans 1966-67 and 1967-68 The usual imports of 
machinery, plants and raw materials continued. In (he Third Annual 
Plan of 1968-69, exports increased by 13 5 per cent and imports declined 
marginally but the overall balance of pay ments position did not improve 
as the value of imports rose and that of exports declined due to the 
devaluation Consequently, the balance of payments deficit during 
1966-67 to 1968-69 was Rs 1 .982 4 crores 

During the Fourth Plan, the average annual growth rate of exports 
was quite high, being 12 8 per cent Despite this, the balance of 
payments deficit for the Plan period was Rs. 2,221 crores. A severe and 
widespread drought in 1972*73 forced the country to import large 
quantities of foodgrains at unprecedented high prices Further, (he 
world prices of several major items of imports like petroleum oil and 
lubricants, steel, non-ferrous metals, newsprint, etc rose sharply To 
those were added heavy debt service payments amounting to Rs 2.443 
crores during the Plan period 

During the Firth Plan, the overall balance of payments position was 
very satisfactory For the first time, the balance of payments on current 
account for the entire Plan period was plus Rs 1404 3 crores This was 
due to the marked improvement in India's external pav ments position 
during 1976-77 and 1977-78. as a result of the continued nse m 
merchandise exports. At the same time imports did nor register a slow 
rise due to a sharp reduction of food and fertilizer imports In 1976-77. 
imports declined by 3.6 per cent and exports increased bv 27 per cent 
over the previous year Coupled with improvement in the balance of 
trade, there was a large increase in net invisibles of the current account. 
But in the last year of the Plan 1978-79. imports increased substantially, 
particularly on account of import liberalisation policy. On the other 
side, exports slackened due to recessionary situation in the world 
market and protectionist tendencies in the major industrialised coun- 
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The Sixth Plan (1980-85) estimated the balance of payments deficit at 
Rs. 9.100 crores and the balance of trade deficit at Rs. 17,773 crores 
during the Plan period. But the balance of payments performance 
during the Sixth Plan had been far from satisfactory than initially 
anticipated. The balance of payments deficit on current account was Rs. 
13,936 crores as against the estimated amount of Rs. 9,100 crores. The 
principal reasons for this large deficit during the Sixth Plan was a huge 
trade deficit amounting to Rs. 30,456 crores on account of increased 
imports of POL, fertilizers and chemicals, raw materials and intermedi- 
ate products, and capital goods. At the same time, exports grew slowly 
due to domestic supply constraints, unfavourable world environment 
and increase in protectionism by the developed countries. There was 
also a declining trend in net invisibles mainly because gross invisible 
receipts increased at a compound rate of 15.2 per cent, while invisible 
payments increased at a higher rate of 15.2 per cent. Among the 
non-factor services, there was fall in foreign travel receipts and 
investment income receipts. Moreover, foreign exchange services, 
including gold and SDRs, increased by only Rs. 1.309 crores during the 
Plan period. Thus the balance of payments were under heavy strain over 
the Sixth Plan. 


Measures to Improve the Balance of Payments Position 
The Govenment of India has been concentrating on three principal 
measures to improve the balance of payments position. They arc 
external assistance, export promotion and import substitution/ 
external Assistance. External assistance in the form of loans and 
grants has been an important source for bridging the gap in India's 
balance of payments. In the First Plan, the balance^ of payments deficit 
na . n ^ e . to a ar = e extent b >’ withdrawals from the sterling balances 
nerr’nt ^ ^ f •” * e P re 'i nde pendence period. Consequently, the 
Lr financed b >' net aid 'he First Plan was only 4.9 

the tun . r 1 C stee P decbne in the foreign exchange reserves to 
fin , j . S- C . rores In tbe Second Plan, the percentage of imports 

Sr cem i/ ^T aS ° d l ° ^ per Cent further rose to 37.5 

Plan and th • Ff.hPi an and 'he three Annual Plans. But in the Fourth 
resoe Se S n “ . dec,ined to 17 ‘ 6 P" cent and 12.9 per cent 

moon m§ S ’/ th Plan ' nel aid financed 8-2 P « cent of 

97S-?9hI n inCrea f J n - the prices ° f P0L «'« 1973-74 and again in 
Iv th e r / miport bd * manifold these vears. Consequent- 

deefine. §C ' mP ° r ' S fi " anCed b >' net aid has b ^" on the 

tn?h. the ° ther i hand> ne ' ex 'ernal assistance has been on the decline dUe 
increase in servicing. Debt service obligations increased from 
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Rs 450 crores in 1970*71 to Rs 1,176 crores m 1984-85. Thus external aid 
is no permanent solution to the balance of payments problem. 

Export Promotion.* Export promotion is an instrument to cam more 
foreigir exchange to bridge the balance of payments gap. For this, a 
number of measures have been adopted from time to time. These 
include (1) a number of organisations dealing with foreign trade with a 
definite set of objectives; (2) intensive schemes for the import of raw 
materials, machinery and capital equipment duty free or at concessional 
rates for export units; (3) fiscal incentives such as duty draw-back and 
duty exemption scheme, cash compensatory support, and concessions in 
direct taxes; (4) 100 per cent export-one nted units scheme with duty 
free imports of capital goods, plant and equipment, raw materials and 
components, indigenously available capital goods, raw materials, etc., 
without any central excise duty, and finished products exempt from 
excise and other duties; (5) special rail and shipping facilities, (6) 
liberalisation of exports by abolishing and/or reducing export duties on 
commodities from time to time, granting liberal credit facilities to 
exporters, etc. 

As our exports have diversified considerably over the years, the need 
is to adopt export promotion measures in keeping with the problems 
faced by each category of exports. There are some commodities which 
arc subject to demand constraints such as jute, tobacco, tea, etc. They 
are faced by protectionist policies of the developed countries. There are 
other items which have supply constraints in the form of high cost of 
production, competitive prices, low quality, etc. There are numerous 
and varied products in this category such as iron ore, marine products, 
engineering and chemicals, sugar, light electricals, plastics, cashews, 
coffee, products of agriculture and allied activities, etc. Still there are 
other products which have both demand and supply constraints such as 
textiles, leather and leather manufactures, carpels, handicrafts, and 
garments. Products with demand constraints need competitive prices 
based upon incentives, improving their quality, attractive presentation 
and economies of scale in transactions. On the other hand, m the case of 
exports for which supply is the major constraint domestic factors like 
economies of scale in production, transport and quality products in 
sufficient quantities are more important. One of the weaknesses m our 
export efforts is marketing. Often exporters miss the opportunity of 
participating in global tenders because of fate receipt of information. 
Sometimes, changes in policies and procedures in overseas countries do 
not reach them in time. There is thus the need lor an organisation which 
may provide exporters with the export market intelligence on a regular 
basis. 

•For more deUil* oa export promotion import tubitituuoo. refer to Ch 
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An important avenue for export promotion is the formation of Free 
rrade Zones (FTZ). There are six FTZs at Kandla, Santa Cruz 
'Bombay), Madras, Cochin, Falta (W. Bengal) and NOIDA (U.P.). 
Fhe main incentives of the FTZs are freedom of import of capitSl goods 
under the OGL and duty free; blanket permission of business visits 
aboard and grant of approval in a single point, etc. Moreover, a 
:omplete tax holiday is allowed to newly established undertakings in 
FTZs for a period of five years. 

Moreover, “counter trader” is an other export strategy whereby 
payments for the import of various raw materials and other inputs are 
made through the export of domestic manufactured goods to the other 
country. 

The problem with our export promotion policy is that there is a 
plethora of schemes and organisations which lead to unnecessary 
duplication. Both the Government and the exporting community should 
devise jointly a dynamic export marketing strategy for various items and 
sectors. “Such a strategy should cover an appropriate marketing mix of 
proper pricing, competitive production, distributive set-up abroad and 
overseas promotion.” 

The need is to have an integrated development plan for exports which 
should fit in the overall development programme of the country. The 
export promotion policy should not only aim at increasing foreign 
exchange earnings but also raising income and employment within the 
economy. Stressing the importance of a sustained increase in exports 
over a period of years, the Sixth Plan document emphasised the creation 
of a stable policy environment as well as measures for increasing 
production for export and production generally. It pointed out that 
frequent changes in policies create uncertainty which is harmful for the 
establishment of a stable market aboard and for risk-taking inherent in 
investment decisions. It envisaged maximum attention need to be given 
to the following measures: (a) Removing the disadvantages from which 
the exporters suffer because of restrictions on imports; (b) removing 
obstacles to the expansion of capacity for export; (c) streamlining the 
existing cash compensation and other schemes intended to remove the 
disadvantages on exports on account of taxation and physical controls 
operating in the economy; (d) ensuring that the Government policies 
are such as not to discriminate against exports and production for 
exports, the need being to make exports marginally more profitable 
than import substitution in order to diversify export trade which 
includes capturing new markets aboard and retaining them; and (e) 
maintaining adequate links with technological developments abroad so 
that our export capability is not hurt by outdated technology. The Plan 
made provisions for investments necessary to remove infrastructural 
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bottlenecks in power and transport and to improve the environment for 
increased production and export. It also emphasised on a tight control 
on domestic demand to help the export effort through expenditure 
control, and appropriate monetary and credit policies. 

The Seventh Plan carries forward these measures more vigorously. 
But lays more stress on high technology imports in the export sector. At 
the same time, it emphasises that in order to avoid excessive costs of 
imported technologies, progressive development of local technological 
capabilities. Further, the Plan highlights the importance of service 
exports, particularly earnings from tounsm, which have a relatively 
large value added component. For this, it recommends: (i) greater 
attention to competitiveness relative to other destinations with regard to 
both price and non-pnee factors; ( li ) consolidation and strengthening of 
publicity on tourism which should be related to the different types of 
tourism categorised by tourist areas of interest and per capita 
expenditure so as to maximise earnings; (lii) further specialisation 
between private and public sectors in the future development of tounsm 
so that the public sector should devote greater attention to general 
promotion, transportation and other basic infrastructure, and the 
private sector should take up other aspects of tounst development 
including hotel construction; and (rv) in order to maximise foreign 
exchange earnings from new investment m high cost tounst facilities for 
foreign travellers in the form of five star hotels should be discouraged 
through appropriate taxes. 

Import Substitution. Import substitution is another measure to bridge 
the balance of payments gap It aims at saving foreign exchange. India 
has been following the policy of import substitution in the form of 
domestic production of consumer goods of all types including food- 
grains, capital goods and the development of research and technology 
indigenously. Besides, India manufacturers and exports a wide variety 
of durable consumer goods which it used to import before Independ- 
ence. Still, a very large number of our imports consists of non-ferrous 
metals, fertilisers and POL. So the need is to increase production in 
these areas so as to save foreign exchange and to raise the growth rate of 
output as a whole. But the policy of import substitution has led to the 
development of a number of industries under excessive protectionism 
which do not conform to the criteria of social essentiality Further, it has 
led to the production of law quality and high-cost commodities as 
compared to the imported goods. These aspects need to be corrected at 
the earliest. 

Conclusion. The success of any policy, whether in the field of export 
promotion or import substitution depends on the capacity of the 
economy to increase production for meeting both the ^imncstic 
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An important avenue for export promotion is the formation of Free 
Trade Zones (FTZ). There are six FTZs at Kandla, Santa Cruz 
(Bombay), Madras, Cochin, Falta (W. Bengal) and NOIDA (U.P.). 
The main incentives of the FTZs are freedom of import of capital goods 
under the OGL and duty free; blanket permission of business visits 
aboard and grant of approval in a single point, etc. Moreover, a 
complete tax holiday is allowed to newly established undertakings in 
FTZs for a period of five years. 

Moreover, “counter trader” is an other export strategy whereby 
payments for the import of various raw materials and other inputs are 
made through the export of domestic manufactured goods to the other 
country. 

The problem with our export promotion policy is that there is a 
plethora of schemes and organisations which lead to unnecessary 
duplication. Both the Government and the exporting community should 
devise jointly a dynamic export marketing strategy for various items and 
sectors. “Such a strategy should cover an appropriate marketing mix of 
proper pricing, competitive production, distributive set-up abroad and 
overseas promotion.” 

The need is to have an integrated development plan for exports which 
should fit in the overall development programme of the country. The 
export promotion policy should not only aim at increasing foreign 
exchange earnings but also raising income and employment within the 
economy. Stressing the importance of a sustained increase in exports 
over a period of years, the Sixth Plan document emphasised the creation 
of a stable policy environment as well as measures for increasing 
production for export and production generally. It pointed out that 
frequent changes in policies create uncertainty which is harmful for the 
establishment of a stable market aboard and for risk-taking inherent in 
investment decisions. It envisaged maximum attention need to be given 
to the following measures: (a) Removing the disadvantages from which 
the exporters suffer because of restrictions on imports; (b) removing 
obstacles to the expansion of capacity for export; (c) streamlining the 
existing cash compensation and other schemes intended to remove the 
disadvantages on exports on account of taxation and physical controls 
operating in the economy; (d) ensuring that the Government policies 
are such as not to discriminate against exports and production for 
exports, the need being to make exports marginally more profitable 
than import substitution in order to diversify export trade which 
includes capturing new markets aboard and retaining them; and (e) 
maintaining adequate links with technological developments abroad so 
that our export capability is not hurt by outdated technology. The Plan 
made provisions for investments necessary to remove infrastructural 
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bottlenecks in power and transport and to improve the environment for 
increased production and export. It also emphasised on a tight control 
on domestic demand to help the export effort through expenditure 
control, and appropriate monetary and credit policies. 

The Seventh Plan carries forward these measures more vigorously. 
But lays more stress on high technology imports m the export sector. At 
the same time, jt emphasises that in order to avoid excessive costs of 
imported technologies, progressive development of local technological 
capabilities Further, the Plan highlights the importance of service 
exports, particularly earnings from tourism, which have a relatively 
large value added component. For this, it recommend** 


i **■ b *'• 

publicity on tounsm which should be related to the different types of 
tourism categorised by tourist areas of interest and per capita 
expenditure so as to maximise earnings, (///) further specialisation 
between private and public sectors in the future development of tounsm 
so that the public sector should devote greater attention to general 
promotion, transportation and other basic infrastructure, and the 
private sector should take up other aspects of tounst development 
including hotel construction, and (iv) in order to maximise foreign 
exchange earnings from new investment in high cost tourist facilities for 
foreign travellers in the form of five star hotels should be discouraged 
through appropriate taxes. 

Import Substitution. Import substitution is another measure to bridge 
the balance of payments gap. It aims at saving foreign exchange India 
has been following the policy of import substitution in the form of 
domestic production of consumer goods of all types including food- 
grains, capital goods and the development ol research and technology 
indigenously. Besides, India manufacturers and exports a wide variety 
of durable consumer goods which it used to import before Independ- 
ence. Still, a very large number of our imports consists of non-ferrous 
metals, fertilisers and POL. So the need is to increase production in 
these areas so as to save foreign exchange and to raise the growth rate of 
output as a whole. But the policy of import substitution has led to the 
development of a number of industries under excessive protectionism 
which do not conform to the criteria of social essentiality Further, it has 
led to the production of low quality and high-cost commodities as 
compared to the imported goods. These aspects need to be corrected at 
the earliest. . . , _ , , . 

Conclusion. The success of any policy, “hclher in the field of esport _ 
promotion or import substitution depends on the capacity of . 
economy to increase production for tnccttng both the dont 
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An important avenue for export promotion is the formation of Free 
Frade Zones (FTZ). There are six FTZs at Kandla, Santa Cruz 
'Bombay), Madras, Cochin, Falta (W. Bengal) and NOIDA (U.P.). 
Fhe main incentives of the FTZs are freedom of import of capital goods 
under the OGL and duty free; blanket permission of business visits 
aboard and grant of approval in a single point, etc. Moreover, a 
complete tax holiday is allowed to newly established undertakings in 
FTZs for a period of five years. 

Moreover, “counter trader” is an other export strategy whereby 
payments for the import of various raw materials and other inputs are 
made through the export of domestic manufactured goods to the other 
country. 

The problem with our export promotion policy is that there is a 
plethora of schemes and organisations which lead to unnecessary 
duplication. Both the Government and the exporting community should 
devise jointly a dynamic export marketing strategy for various items and 
sectors. “Such a strategy should cover an appropriate marketing mix of 
proper pricing, competitive production, distributive set-up abroad and 
overseas promotion.” 

The need is to have an integrated development plan for exports which 
should fit in the overall development programme of the country. The 
export promotion policy should not only aim at increasing foreign 
exchange earnings but also raising income and employment within the 
economy. Stressing the importance of a sustained increase in exports 
over a period of years, the Sixth Plan document emphasised the creation 
of a stable policy environment as well as measures for increasing 
production for export and production generally. It pointed out that 
frequent changes in policies create uncertainty which is harmful for the 
establishment of a stable market aboard and for risk-taking inherent in 
investment decisions. It envisaged maximum attention need to be given 
to the following measures: (a) Removing the disadvantaw’*' fr ora which 


the exporters suffer because of restrictions on impor f moving 

obstacles to the expansion of capacity for export; (c io the 

existing cash compensation and other schemes inter ~ the 

disadvantages on exports on account of taxation ar . ’Is 

operating in the economy; (d) ensuring that the f ’• ; es 

are such as not to discriminate against exports • f° r 

exports, the need being to make exports margin; stable 

than import substitution in order to diversify <' which 

includes capturing new markets aboard and reta- <d (e) 

maintaining adequate links with technological dev- -- d f 

that our export capability is not hurt by outdated 1 . Plt» 

made provisions for investments necessary to r />; cturai 
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bottlenecks in power and transport and to improve the environment for 
increased production and export. It also emphasised on a tight control 
on domestic demand to help the export effort through expenditure 
control, and appropriate monetary and credit policies. 

The Seventh Plan carries forward these measures more vigorously. 
But lays more stress on high technology imports in the export sector. At 
the same time, it emphasises that in order to avoid excessive costs of 
imported technologies, progressive development of local technological 
capabilities Further, the Plan highlights the importance of service 
exports , particularly earnings from tourism, which have a relatively 
large value added component For this, it recommends: (i) greater 
attention to competitiveness relative to other destinations with regard to 
both pnee and non-pnee factors; (ri) consolidation and strengthening of 
publicity on tourism which should be related to the different types of 
tourism categorised by tounst areas of interest and per capita 
expenditure so as to maximise earnings; (j//) further specialisation 
between private and public sectors in the future development of tourism 
so that the public sector should devote greater attention to general 
promotion, transportation and other basic infrastructure, and the 
private sector should take up other aspects of tounst development 
including hotel construction, and (i'v) in order to maximise foreign 
exchange earnings from new investment in high cost tourist facilities for 
foreign travellers in the form of five star hotels should be discouraged 


through appropriate taxes. 

Import Substitution. Import substitution is another measure to bridge 
the balance of payments gap. It aims at saving foreign exchange India 
has been following the policy of import substitution in the form of 
domestic production of consumer goods of all types including food- 
grains, capital goods and the development of research and technology 
indigenously. Besides, India manufacturers and exports a wide variety 
of durable consumer goods which it used to import before Independ- 
ence. Still, a very large number of our imports consists of non-ferrous 
metals, fertilisers and POL. So the need is to increase production in 
these areas so as to save foreign exchange and to ra,sc the grow th rate of 
output as a whole. But the policy of import substitution has led to the 
development of a number of industries under excessive Ptomc iomsm 
which do not conform to the criteria of sooal csscntialily. Further it has 
led to the production of low quality and h.gh<os commodmc, « 
compared to the imported goods. These n^f*«s need to be corrected at 

the earliest. whether in the field of export 

Conclusion. The success of any policy, 
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economy to increase production for m 8 ^ 
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requirements as well as international demand. This requires high rates 
of investment, adequate growth of infrastructure, vigorous resources 
mobilisation, strict demand management, freeing of exports from 
restrictions and other regulatory measures including indirect taxation, 
improvements in productivity and healthy industrial relations. Instead 
of harping on the slogan “export or perish”, India should adopt the 
slogan “export and flourish” as the guiding principle for the future. 



Chapter 81 

FOREIGN CAPITAL AND TECHNOLOGY IN INDIA 


INTRODUCTION 

India receives foreign capital in the form of: (a) direct foreign 
investments by MNCs, (b) indirect investment, known as 'portfolio' or 
’rentier' investment when foreign conccrns/mdividuals subscribe io the 
shares and debentures of Indian companies, (c) foreign collaborations 
between pnvrte Indian and foreign concerns, between Indian govern- 
ment and foreign concrm between Indian and foreign Governments, 
and lastly, public foreign capital, known as foreign aid or external 
assistance, in the form of grants and loans on bilateral basis from 
developed countries, and multilateral basis from the Aid India 
Consortium, the IBRD, the IMF. and other UN agencies 

GOVERNMENT POLICY TOWARDS IOREIGN CAPITAL AND TECHNOLOGY 

The Government of India's policy regarding foreign capital was 
enunciated in the Industrial Policy Resolution of 6 April 194S and in the 
Prime Minister's Statement m the Constituent Assembly m April 1949 
The latter laid down that "(a) the participation of foreign capital and 
enterprise should be carefully regulated in the national interest by 
ensuring that major interest in ownership and effective control should, 
save in exceptional cases, always be m Indian hands, that the training of 
suitable Indian personnel for the purpose of eventually replacing foreign 
experts will be insisted upon in all such cases, (b) there will be no 
discrimination between foreign and Indian undertakings in the applica- 
tion of general industrial policy; (c) reasonable facilities will be given for 
the remittance of profits and repatriation of capital consistent with the 
foreign exchange position of the country, and (if) in the event of 
nationalization, fair and equitable compensation will be paid " 

Since then the Government has scrupulously adhered to this policy 
statement and has been granting facilities to foreigners to invest and 
collaborate in those fields which arc considered essential fiy-lhe 
country’s development; those which require large capital invt N 
and complex production processes; those which_hclp to ■ 
imoort-suhstituting and export-oriented prodir** 
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take to train Indian enterpreneurs, technicians and labour in the 
operation of the enterprise; and those which help to improve the 
country’s foreign exchange resources. 

It was, however in the Industrial Policy Statement of 1973 that a clear 
cut policy with regard to foreign concerns and subsidiaries and branches 
of foreign companies was laid down for the first time. All such 
companies were made eligible to participate in the group of 19 industries 
specified in Appendix 1 but were ordinarily excluded from other 
industries. They were to be on the basis of foreign collaboration with 
Indian entrepreneurs in the fields of equity capital, know-how and 
technology. The Industrial policy statement of 1977 restricted foreign 
equity participation to 40 per cent. The participation of foreign 
investment and foreign companies was made strictly in accordance with 
Foreign Exchange Regulation Act (FERA). It was also laid down that 
the Government would issue a list of industries where no foreign 
collaboration was deemed necessary. 

The Industrial policy statement of 1980 laid the following guidelines 
regarding foreign collaboration and technology. In order to promote 
technological self-reliance, the Government recognises the necessity of 
continued inflow of technology in sophisticated and high priority areas. 
In areas, where Indian skills and technology are not adequately 
developed, the Government would prefer outright purchase of the best 
available technology so as to adapt it to the needs of the country. Indian 
firms which are permitted to import foreign technology would be 
required to set up adequate R and D facilities so that imported 
technology is properly adopted and assimilated within the country. The 
Government would also set up a national registry of foreign collaboration 
in the Secretariat of Foreign Investment Board so that there is 
continuous monitoring of these efforts. 

Regarding participation of foreign investment and foreign companies 
in India s industrial development, the Government made it clear that 
the provisions of the FERA would be strictly enforced ) on the existing 
foreign countries. After the process of dilution under this Act has been 
completed, companies with direct non-resident investment not exceed- 
ing 40 per cent will be treated on par with Indian companies, except in 
cases specially notified. Their future expansion will also be guided by 
the same principles as those applicable to Indian companies. 

oreign investment and, import of technology necessary for India’s 
industrial development would be allowed only on such terms as are in 
thq national interest. The objective is to develop technologies which are 
suitable to the needs of the country in a given time frame, and within 
increasing degree of self-reliance. In areas where foreign-technological 
know-how is not needed any more, existing collaboration will not be 
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renewed, and foreign companies will ha\e lo modify their character in 
conformity with national priorities within the framework of the FERA. 
financial or technical collaboration will be allowed. • . 

In regard lo fees pa>ablc under collaboration arrangements, the 
In regard to fees payable under collaboration arrangements, the 
Government approves lumpsum payments and separate royalty pay* 
ments where necessary. The royalty payable is not more than 5 per cent 
taxable and will be comprised within the period of agreement, which 
may extend lo 10 years The period of going into production is included 
within this period of 10 years The total lumpsum and royalty payments 
should not be more than 8 per cent of total expected sales, calculated on 
ex-factory value basis, over a period not exceeding 10 years It is 
desirable that normally the period of agreement should be for eight 
years and royalty for five years allowing three years for commencement 
of production. If within the duration of 10 years, production commences 
earlier, the foreign collaborator would have the benefit of getting 
royalty for a longer period than five years 
For all approsed foreign investment, financial and/or technological, 
there will be complete freedom for remittance of profits, royalties, 
dividends, as well as repatriation of capital, subject to rules and 
regulations common to all As a rule, majority interest in ownership and 
effective control would be in Indian hands There may however, be 
exceptions in highly export-oriented and/or sophisticated technology 
areas. In hundred per cent export-onented areas, even a fully owned 
foreign company may be allowed 
In the light of the guidelines mentioned above, the Government 
issues illustrative list of industries where no foreign financial or technical 
collaboration is considered necessary At the same time, (he Govern- 
ment recognises the need to update technology in almost all industries 
over a period of time because constant technological advancements arc 
taking place in developed countries. Therefore, the Government may 
consider the import of technology even in the fields mentioned in the 
fist: (a) where devclopcd/cxportcd indigenous technology is too closely 
held and is not available for use by the cntcrprcncurcs on competitive 
terms; (6) where technology is required for updating of existing 
technology to meet efficiency domestic requirements or to become 
competitive in the export market; and (c) where such import is required 
for manufacture of items with substantial exports backed by buy-back 
guarantees. In short, foreign technology is permitted in sophisticated 
and high priority areas, in export-oriented or import substitution 
manufacturing or for enabling indigenous industry to update existing 
technology to meet effectively competition from monopolistic units, to 
suit changing consumer preferences or to become competitive m^thc 
export market. 
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FOREIGN AID UNDER THE FIVE YEAR PLANS 

avertible currency and 

different Plan periods is ind.cated in Table 81.1 . The Table 
ner aid as a oercentage of Plan expenditure rose from 9.1 per cent m me 
S'pto ,o“ 8 1 per cent in the Second Plan, to 27.2 per cent ,n the 
Third Plan. 33.9 p P er cent in the three Annual Plans and thereafter it 
started declining to 11.2 per cent in the Fourth Plan, to 9.1 per cent in 
the Fifth Plan and to 5.4 per cent in the Sixth Plan. Butm absolute terms 
both the aid utilised and net aid have been increasing over the P an 
periods. From a meagre sum of Rs 202 crores of aid utilised in the First 
Plan, it had reached to a massive sum of Rs 10,903 crores in th 
Plan Similarly, the net aid received had increased from Rs 17 / crores 
the First Plan to Rs 6,094 crores in the Sixth Plan. This , shows the 
magnitude of our dependence on foreign aid. 

Table 81.1. Gross and Net Aid Plan Periods 

r. (X>c nrnrt* cl 


SI. 

No. 

tl) 

Period 

(21 

Utilisation 
of External 
Assistance 
(3) 

Amortisation 
and Interest 
Payments 
'(4) 

Net 

Aid 

(5) 

Net Aid as % 
of Plan 
Expenditure 
(6) 

1 

First Plan 1950-51 to 1955-56 

201 

24 

177 

. 9.1 

2, 

Second Plan 1956-57 to 1960-61 

1430 

119 

1311 

28.1 

3. 

Third Plan 1961-62 to 1965-66 

2877 

542 

2325 

27.2 

4 

Annual Plaas 1966-67 to 1968-69 

3230 

983 

2247 

33.9 

5 

Fourth Plan 1969-70 to 1973-74 

4184 

2445 

1739 

11.2 

6. 

Fifth Plan 1974-75 to 1978-79 

7259 

3684 

3575 

9.1 ■ 

7. 

1979-80 

1353 

801 

552 .• 

1 

s. 

Sixth Plan 1980-81 to 1984-85 

10903 

4809 

6094 , 

5.5 


Total 

31437 

13407 

18020 

— 


The overall external assistance authorised to India from April 1951 to 
March 1985 was of the order of Rs 41,166 crores. Of this. Rs 31,437 
crores had been utilised. Which shows a utilisation rate of 75 per cent. 
This means that the absorptive capacity of the economy is quite high- 
But over the years the utilisation rate has not been uniform. Rather, it 
has been fluctuating, sometimes reaching hundred per cent as during the 
Fourth Plan and at other times even exceeding hundred per cent as 
during the Third Plan (102%), the Annual Plans (102%) and the Fourth 
Plan (103.3%), as revealed by Table 81.2. But during the first two Plans 
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the tales of aid utilisation were 55 and 56 respectively. This was due to 
project aid by the donor countries and time consuming formalities of 
preproject surveys in India, delays imposed by the industrial and import 
licensing procedures of the Government, and lack of coordination in 
various government agencies. However high rates of utilisation arc 
treacherous and must be interpreted carefully. Thus, for example, the 
low rate of utilisation in the Second Plan conceals the fact that 
authorisations for commodity assistance to be utilised in the Third Plan, 
happened to be bunched at the end of the Second Plan; a fact which 
bnngs out the misleading character of rates of utilisation based on Plan 
periods." 1 However, after the recommendations of the V K.R.V. Rao 
Committee on utilisation of Externa! Assistance in 1964, the procedure’s 
for utilisation have been streamlined. Consequently, the rate of 
utilisation had been quite high, except for the Sixth Plan when »t 
slumped to 66 per cent. This has been primarily due to the delay irt 
authorisation on (he part of the consortium countries. 


Tabu 81 2 Aid Autiioiusatu>n a>d Utiusauon 

(R* Ourc») 


Period 

Authorised 

Utilised 

Rate of "» Utilisation 

firs! Plan 

362 

201 

55 

Second Plan 

2539 

1430 

V, 


2810 

2XTI 

IU2 

Annual Plans 

3172 

3230 

102 


4172 

41*4 

t(« 3 

Fifth Plan 

9S44 

7259 

94 

1979-80 

I860 

1353 

‘ — 

Sixth Plan 

1M07 

KM 13 

«> 

Toial 

41.166 

31417 

7S 


Another source of external assistance is commercial borrowings and 
suppliers’ credits. These are for shorter terms and considerably costlier 
than the normal sources They arc used to finance specific public sector 
units like ONGC. NALCO. BIIEL. Maruti Ud>og. Air India, etc., 
though a few private sector units are also permitted to obtain 
commercial loans on u selective basis The amount of commercial 
borrowings approved from 19S0-H1 to 1984-85 amounted tu Rs 7,259 
crorcs. For the earlier periods, they arc included in the aid utilised. 

Of the total aid utilised by India upto 1984-85. 78% had been in 


•j N. Mur* an anj P Dcmi. India FUnowg lor liulustnJiuit**!. 
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the form of loans, 14 per cent in the form of grants and the remaining as 
PL 480/665 assistance. Of the loans, 30 per cent are in the form of untied 
credits and the remaining are tied credits. Since the bulk of the loans are 
tied, they tend to push up the cost of the projects by more than 30. per 
cent to India because the country is required to pay more than the 
competitive world market prices to the creditor country. It increases 
further when, as in the case of US supplies, India is forced to get 
machinery, spare parts, raw materials, etc. in American ships. This not 
only tends to reduce the real value of aid to the country but also distorts 
the allocation of resources within the country. 

One of the important aspects of foreign aid is the growing burden of 
debt servicing. It consists of amortisation and interest payments 
involving foreign exchange and export of goods. Debt service payments 
as a percentage of gross aid utilisation has been steadily rising with every 
Plan, as is apparent from column (4) of Table 81.1. By 1984-85 the total 
debt service as a percentage of gross aid utilisation was 43 per cent 
which shows that debt servicing has been offsetting a large part of 
externa! assistance. As a result, only 57 per cent of the total aid was left 
for purposes of development. Plan-wise, debt service ratio was the 
highest,. 58 per cent, during the Fourth Plan which fell to 51 per cent in 
the Fifth Plan and further to 45 per cent in the Sixth Plan. The burden of 
debt servicing can be further realised from the fact that debt service as 
percentage of GNP at current prices was 2.5 and of exports 41 in 
1984-85. Further, as the repayment of the IMF loan-begins in 1985-86 
and of recent commercial borrowings becomes due, India’s debt 
servicing problem will be significantly larger during the Seventh Plan. 

Conclusion. The prospects for external assistance do not appear 
promising during the Seventh Plan. India faces a serious decline in the 
availability of concessional assistance, not only due to the reduction in 
the seventh replenishment for the IDA at a lower limit of $ 9 billion, but 
also due to the entry of China. Even if a reduction in the volume of IDA 
assistance is partially offset by additional lending by the World Bank, 
■ If terms °j lendln S of the latter are considerably harder, so that the net 
ettect would be. increase in the debt burden. Since India’s past debt 
service payments will increase, it will mean a sharp decline in the net 
t ow ot assistance. Under the circumstances, it will be imperative to keep 
the volume of future commercial borrowings within strict limits, 
consistent with a wise debt management policy. Thus prospects of 
reduced inflow of aid and rising debt service payments pose a serious 
challenge in the face of increase in investment requiring larger imports 
during the Seventh Plan. 56 
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IMPACT OF FOREIGN CAPITAL AND TECHNOLOGY 
ON INDIA'S ECONOMIC DEVELOPMENT 

Foreign capital and technology have been playing a useful role in India's 
economic development. At the time of Independence; India inherited 
an industrial structure restricted to a few industries like textiles and 
sugar. There were only two steel plants and some limited development 
of engineering in railway workshops and assembly plants. Today, the 
industrial structure has been widely diversified covering broadly the 
entire range of consumer, intermediate and capital goods In most of the 
manufactured products, the country ha$ achieved a large measure of 
self-sufficiency with foreign collaboration but primarily through domes- 
tic efforts. This is indicated by the decline in relative share in industrial 
production of the traditional manufacturing sectors hke food and 
textiles and the substantial increase in the production of new sectors hke 
engineering and chemicals. The diversification of industrial structure is 
further reflected in the commodity composition of our foreign trade in 
which the share of imports of manufactured products has steadily 
declined and that of engineering products has become a growing 
component of exports. The rapid stride in industrialisation has been 
accompanied by a corresponding growth in technological and manage- 
rial skill obtained from abroad, not only for efficient operation of highly 
complex and sophisticated industrial enterprises but also for their 
planning, design and construction. 

Foreign capital has 3lso been instrumental in filling the gap between 
domestic savings and the capital needed for development. This is 
revealed by the net aid as percentage of Plan expenditure in Tabic 81.1 
During the Second Plan, the Third Plan and the Three Annual Plans, its 
contribution had been very substantial, being 28 per cent, 27 per cent 
and 34 per cent respectively. 

Further, foreign capital has helped the country in supplying the much 
needed foreign exchange, thereby filling the foreign exchange gap to a 
considerable extent. The foreign exchange gap equals the difference 
between imports and exports which can be filled by net capital inflow. 
Net foreign aid as a percentage of imports increased from 4 9 per cent in 
the First Plan to a peak of 37 5 per cent in the Third Plan. Thereafter 
there had been a steady decline during the Fourth Plan and the Fifth 
Plan, net aid financed 17.6 per cent and 12.9 per cent of imports. During 
the Sixth Plan, net aid financed 8.2 per cent of imports. 

Foreign capital has been a major factor in India’s drive towards 
self-reliance 3nd import substitution in critical areas. Import substitu- 
tion has led to diversification of domestic production and con'cqucnt 
reduction in imports foe certain critical areas like m*chi ncrv ' f*c 
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ture, crude oil and petroleum products, infrastructural development, etc. 
Even in such areas 'as project consultancy, design engineering and 
project implementation, the country has been able to export these ser- 
vices. This has been made possible through the development of indigenous 
expertise with the help of foreign assistance. . 

In fact, India has been receiving foreign technical assistance in .two 
broad categories of services: (a) engineering-related such as feasibility 
studies, designing, and construction supervision; and (b) institutional 
improvements, project-related training and management and policy 
studies. This has helped in upgrading Indian expertise and personnel to 
international levels. 

Foreign aid has increased India’s ability to cope with shortfalls in 
food production and raw materials for consumer goods industries. India 
has been importing substantial quantities of foodgraings, oils and raw 
materials at concessionl terms during recurring droughts. Help by 
international organisations in the field of agricultural research has led to 
the development of new agricultural technologies in- tools, implements, 
seeds, irrigation, cropping pattern, better farm practices, etc. This has 
resulted in manifold increase in food production. Thus it is on the basis 
of food imports and increased food production within the country, that 
the Government has been able to build large buffer stocks and stabilise 
food prices. ■ .<> 

Besides, foreign aid from international organisations like the World 
Bank and IDA have helped India in expanding and modernising its 
irrigation and power potential, development of rail, road and sea 
transport, communications, etc. 

Above all, foreign aid has been assisting the Government in the 
development of its integrated health and family welfare programmes 
throughout the country. 


Chapter 82 

MONOPOLY AND CONCENTRATION OF 
ECONOMIC POWER IN INDIA 


INTRODUCTION 

The growth of monopolies and concntralion of economic power has 
been associated with economic growth in a capitalist economy As the 
economy grows, wealth, income and sources of income get concentrated 
in. the hands of a few capitalists. This has been the experience of all 
developed and developing countries India being no exception Realis- 
ing the evils of monopoly growth and concentration of economic power, 
the Indian Constitution laid down in its Directive Principles of State 
Policy: “(1) that the ownership and control of the material resources of 
{he community arc so distributed as best to subserve the common good; 
and (2) that the operation of the economic system docs not result in the 
concentration of wealth and means of production to the common 
detriment.” The Industrial Policy Resolution of April 1956 and the 
subsequent Indian Five-Year Plans have been emphasising the progres- 
sive reduction of concentration of incomes, wealth and economic 
power. Before we discuss these twin problems of monopoly and 
concentration in all their facets, it is essential to understand their 
meaning, 

MEANING 

In ordinary language, monopoly refers to a single producer or seller who 
controls the supply or price of a product in a market or industry. In 
reality, there may be a few producers or sellers who may combine to 
produce, supply or distribute certain goods. In India such undertakings 
have been divided into dominant undertakings and monopolistic 
undertakings, A dominant undertaking is “an undertaking which cither 
by itself or along with inter-connected undertakings produces, supplies, 
distributes or otherwise controls not less than one-third of the total 
goods and services in its line of business that arc produced, supplied or 
distributed in India in terms of their value, cost, pncc. quantity, 
capacity or the number of workers employed.” On the other hand, 
monopolistic undertaking "is a dominant undertakings or which along 



16 


The Economics of Development and Planning 


ith not more than two independent undertakmgs 
itributes or otherwise controls not less than one-half . of the ota goods 
nd services in its line of business that are produced supplied or 
mSV India in terms of their value, cost, pnce, quanuty, 
apacity or the number of workers employed. mftnnnftlv 

Such dominant and monopolistic undertakings exercise monojK. 
jower which leads to the prevalence of monopolistic and restrictive 
rade practices in certain sectors of the economy. ,. . 

The Monopolies Inquiry Commission (1965) defined a mon p 
trade practice as one which is resorted to by persons enjoying monopoly 
power to reap the.benefits of that power by action, understanding or 
agreement tending to or calculated to preserve, increase or consolidate 
such power. But the Monopolistic and Restrictive Trade Practices Act 
1969 defined a monopolistic trade practice in concrete terms as a 
practice which has or is likely to have the effect of (i) maintaining prices 
at an unreasonable level by limiting, reducing or otherwise controlling 
the production, supply or distribution of goods of any description or the 
supply of any services or in any other manner; (ii) unreasonably 
preventing or lessening competition in the production, supply or 
distribution of any goods or in the supply of any services; and (ui) 
limiting technical development or capital investment to the common 
detriment or allowing the quantity of any good produced, supplied or 
distributed or any service rendered in India to deteriorate.” 

The term restrictive trade practices was defined by the Monopolies 
Inquiry Commission as “practices other than those pursued by 
monopolists who obstruct the free play of competitive forces or impede 
the free flow of capital or resources into the stream of production or of 
the finished goods in stream of distribution at any point before they 
reach the hands of the ultimate consumers.” Such restrictive trade 
practices include exclusive dealing arrangements, minimum sale pricp 
maintenance agreements, resale price maintenance agreements, tie-up 
agreements, exclusive sale distribution agreements, any agreement for 
exclusion of any person from any trade association, etc. . 

The MRTP Amendment Act of 1984 has added a new Section 36A to 
Unfair Trade Practices’ to protect the interest of the consumer. This 
section lays down that unfair trade practice means a trade practice, 
which for the purpose of promoting the sale, use or supply of any goods 
or for the provision of any services, adopts one or more of following 
practices and thereby causes loss or injury to the consumers of such 
goods or services, whether by eliminating or restricting competition or 
otherwise. Broadly, such practices are which make a false representa- 
tion regarding the goods, its standard, quality, composition, style or 
model or misleading representation concerning the goods. 
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The concentration of economic power is a part of the larger issue of 
economic concentration. “The issue of economic concentration is,.. two 
fold in nature. On the one side, there is the question of industrial 
concentration, of degree to which a few firms dominate the output of 
industries taken individually On the other side, there is the question of 
inequality of wealth and income in the economy as a whole.” Thus the 
concentration of economic power refers to the concentration of the 
wealth and income of a country in the hands of a few families, persons 
or group of persons or business houses. The Monopolies Inquiry 
Commission explained the concentration of economic power in India as 
(1) product-wise and industry-wise concentration, and (2) country-wise 
concentration Product-wise concentration exists where in respect of the 
production and distribution of any particular commodity or service the 
controlling power whether by reason of ownership of capital or 
otherwise in a single concern or comparatively limited number of 
concerns or through a fairly large number of concerns. These 
themselves are controlled by only a single family or a few families or 
business houses. Industry-wise concentration exists when an industry is 
engaged in the production of one product. On the other hand, 
country-wise concentration exists when many firms or concerns are 
engaged in the production or distribution of different commodities aod 
are controlled by one group of business interests. 

CAUSES OF CONCENTRATION 

Many and varied causes have led to the growth of monopoly and 
economic power in India. Some of the causes are discussed as under 

1. Control over the Banking and Insurance System. Before the 
nationalisation of banks in July 1969, the majonty of banks and 
insurance companies in India were under the control of a few big 
business houses which owned their majonty shares The majonty of 
deposits of such banks and insurance companies were used to finance 
the expansion and starting of new concerns under the control of big 
business houses. This led to the growth of monopoly and concentration 
of economic power. 

2. Managing Agency System. The managing agency system which 
prevailed in India till March 1970 has been an important cause of the 
concentration of economic power. India lacked in capital and manage- 
rial and entrepreneurial skills in its phase of industrialisation This led to 
the development of the managing agency system which helped in the 
supply of funds and manage/ial skills for starting new concerns. They 
bought the majority shares and debentures of such companies and the* 
got the right to control them. Managing agencies in India were found n 
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control as many as 20 to 90 concerns. R.C. Dutt, a member of the 
Monopolies Inquiry Commission, pointed out that the managing agency 
system “was devised to facilitate concentration and should, therefore, 
be looked upon as an instrument of concentration.” 

3. Economies of Large Scale Production. Technological advancement 
has led to the reaping of internal and external economies of large scale 
production. This has increased production and reduced the cost of 
production of goods. Therefore, big industrial bouses have been 
interested only in starting large concerns in different or related fields. 
This has led to the growth of monopoly and concentration of economic 
power in a few hands. 

4. Diversification Policy. A few big houses in India have been 
following the policy of diversification of industries by establishing 
concerns relating to different industries. For instance, the Tata group 
manufactures iron and steel, engineering goods, textiles, chemicals, 
edible oils, electric and electronic goods, non-ferrous metals, etc. 

5. Technical Integration. The policy of technical intergration has also 
resulted in the concentration of economic power in a few business 
houses in India. For instance, the Birla group manufactures sugar, 
chemicals used for its manufacture, wine from molasses, machines to 
manufacture sugar, paper from sugarcane waste and machines for the 
manufacture of paper. It has a similar hold over the jute industry. 

6. Second World War. The Second World War was another cause of 
the concentration of economic power in India. The British Government 
needed huge supplies to meet the requirements offerees operating from 
India on the Burma front. It, therefore, provided all facilities to 
manufacturers to expand their existing capacities and to start new 
production units. A few industrial bouses took advantage of this 
opportunity and established monopolies in certain spheres of produc- 
tion. 

7. Industrial Policy. The industrial policy formulated by the Govern- 
ment of India from time to time has also encouraged the growth of 
monopoly and economic power. In the Industrial Policy of 1956, 11 
industries out of 17 listed in Schedule A and 9 out of 12 listed in 
Schedule B could be started by the private sector. These related to 
heavy industries requiring large capital investments which could only be 
started by persons with high entrepreneurial abilities. Naturally, only a 
few big industrialists or business houses were able to enter such lines of 
production which has led to the growth of monopoly and economic 
power. 

8. System of Industrial Licensing. The industrial licensing policy and 
procedures adopted by the Government of India also favoured the big 
business houses and industrialists. The licensing authority grants 
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licences only to those persons who can raise capital from the market, 
have enough organisational and entrepreneurial experience, and can 
collaborate with some foreign concern. Under such a system, no new 
entrepreneur can venture to enter the field. Moreover, ‘the first 
come-first served’ principle adopted by the licensing authority also helps 
the big industrialists and business houses who can get immediate 
information through their vast resources about any change in the policy 
at New Delhi. As the Monopolies Inquiry Commission observed: “We 
are convinced that the system of controls in the shape of industrial 
licensing, however, necessary from other points of view, has restricted 
the freedom of entry into industry and so helped to produce 
concentration.” Similar views were expressed by the Hazan Committee 
(1969). Even the Dutt Committee (1969) blamed the industrial licensing 
policy for growth of monopoly power and concentration of economic 
power in India. It pointed out that 20 industrial houses comprising 1 ,125 
companies secured 41 per cent of the licensed investment during 
1956-61. It observed that the industrial licensing policy led to the 
concentration of economic power in a few hands and failed to encourage 
new entrepreneurs. 

9. Role of Public Sector Financial Institutions. Public sector financial 
institutions like IDBI, IFCI, ICICI, LIC, etc. have also favoured 
•industrial houses in granting direct loans The Dutt Committee found 
that of the total financial assistance disbursed by public sector financial 
institutions, 20 per cent went to the 20 largest industrial houses and 42 
per cent to 73 other industrial houses An other study revealed that of 
the total loans disbursed by IDBI, IFCI, ICICI and LIC up to 31 March 
1972, the seven largest industrial houses received 18 per cent and 73 
other large houses received 42 per cent. 

10. Policy of Protection. It was the policy of discriminatory protection 
based on the Triple Formula of 1920 which laid the foundations for 
monopoly and economic power in India. Some of the industries which 
got protection concentrated on establishing monopoly power under the 
grab of protection. After independence, the policies of import controls 
on a wide scale and of strict exchange controls have further led to the 
concentration of economic and monopoly power. These policies have 
put an end of the fear of foreign competition and encouraged big 
industrial houses to diversify in different fields of production thereby 
leading to the concentration of economic power in their hands 

11. Foreign Collaboration. The policy of collaborating with foreign 
firms for starting more firms in existing industries and altogether new 
industries has also helped in the establishing of monopoly power and 
concentration of economic power in the country. A foreign firm wants 
to enter into collaboration only with an experienced industrial house 
with large financial resources and organisational addin' Natui 



880 


The Economics of Development and Planning 


big industrial houses have benefited from this. This has led them, to 
expand further in varied lines of production thereby increasing their 
economic power. In certain cases, when an altogether new lines of 
production is started, it turns out to be 100 per cent monopoly. The 
Monopolies Inquiry Commission gave instances of this as the Synthetic 
and Chemicals producing synthetic rubber and India Foils producing 
aluminium foils. In some other cases, the limited size of the home 
market, has prevented other firms to enter the field so the firm 
continues to enjoy monopoly power, as in the case of antimony 
industry. The use of foreign patents by Indian industrialists has also led 
to the concentration of economic power. 

12. Impact of Tax Concessions. The Government of India provides a 
number of tax incentives to the private sector on the growth and 
development of large business. Some of the tax incentives are tax 
holiday and exemption in respect of dividends to new industrial 
enterprises; depreciation allowances; development rebate; rebate on 
income from exports; on expenditure on scientific research; set-off and 
carry forward of losses; concessions rates on inter-corporate: profits, etc. 
According to the Mahalanobis Committee (1964) while the tax 
concessions and rebates promoted a climate favourable to investment by 
both small and big enterprises, the major benefit was derived by the 
latter who tried to increase their economic power. 

13. Formation of Holding Company. Another cause of “concentra- 
tion of economic power has been the investment of funds by one 
corporation in acquiring assets or stocks or shares of another indepen- 
dent corporation. Where such investment is made a corporation in the 
same line of business it tends to promote. ..industry-wise concentration. 
Where the investment is made in a corporation in a non-competing line 
of business, it helps the growth of “country-wise concentration.” When 
a parent company holds more than 50 per cent of the shares, it obtains 
control of large amounts of capital of its subsidiaries.” Among the 
examples given by the Monopolies Inquiry Commission, was that of the 
Amalgamations Private Ltd. which controlled six subsidiary companies. 
One of the subsidiaries Simpson & Co. Ltd., in turn, had 14 subsidiary 
companies under it. 

CONSEQUENCES OF CONCENTRATION 

The concentration of economic power has both social and economic 
consequences. 

Social Consequences. The concentration of economic power is a great 
social evil. It has led to extreme inequalities. The rich have become 
richer and the poor poorer. A few roll in wealth, we luxuriously and 
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spend extravagantly, while the majority of the people go without 
sufficient food, clothing and shelter. It has developed hatred and 
inculcated a sense of class conflict between those who live in abysmal 
poverty and those who own vast industrial empires. The big business 
houses have also influenced the democratic machinery of the country. It 
is alleged that government policy is influenced by big businesses who 
provide funds to the ruling party during election. As the Monopolies 
Inquiry Commission pointed out, “The fact that such assistance has 
been liberally given. . . has been admitted by Government in a 
statement of Parliament.” The Commission further pointed out that “it 
is the hope of favours to be received that induces such payments and 
after the election is over businessmen tiy their best to see that the 
investment made by them brings satisfactory return ” 

Further, big business houses have tended to corrupt public officials 
for the purpose of getting economic advantage from them. This has 
actually happened in the grant of industrial licences, import licences, 
etc. 

Another social consequence of the concentration of economic power 
has been the.emergence of a new class of the very nch which has led to 
social cleavages with deep-rooted social and cultural consequences. In 
the words of the Monopolies Inquiry Commission, “The co-existcncc of 
a small number of very rich persons or families side by side with abysmal 
poverty of the multitude engenders a class feeling against big 
business... Inevitably, the position and glamour of these very rich 
persons has also seriously undermined social value in the country.” 

Economic Consequences. The concentration of economic power has 
far reaching economic consequences. There has been a controversy over 
the question whether it has promoted or hampered India’s economic 
growth. The Monopolies Inquiry Commission favoured the view that 
the concentration of economic power had helped the economic 
development of India. The industrial development in its early phase has 
been due to the adventure and skill of a few enterprising industrialists 
like Jamshedji Tata, Shri Ram, Karamchand Thapar, Gujarmal Modi, 
etc. who in the process, succeeded also in establishing big business 
houses “thus concentrating in their hands a great portion of the 
economic power controlling and directing the production and distribu- 
tion of national wealth and income ” Once big businesses arc 
established they diversify in the development of other industries which 
lead to the further development of the economy. In (he process they 
cam huge surplus profits after pa>ing high dividends to the sharehol- 
ders. These profits, in turn, add to the industrial capital, whether byway 
of issue of bonus shares or in the shape of reserves or by investment in 
fresh ventures. All this has led to capital formation in lb-- pm ate 
corporate sector. 
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Further, the big business houses have been able to supply managerial 
ikill of high quality which has tended to increase production and profits 
for capital formation and has brought confidence in the industrial sector 
because there' have been very few failures as compared to other, 
industrialists. 

Last but not the least, it is the big business houses which have been 
favoured by foreign companies for the purpose of collaboration. For the 
latter are not willing to collaborate with small units. Such collaborations 
have helped in establishing import-substitution and export-oriented 
industries with the help of foreign machinery, technical know-how and 
capital. Thus by collaborating with foreign concerns, big industrial 
houses have contributed much to the industrial development of the 
country. 

He also does not agree with the Commission that it is the 
concentration of economic power has promoted the economic develop- 
ment of the country. R.C. Dutt, in his Note of Dissent in the 
Monopolies Inquiry Commission Report, holds that the economic 
development of the country cannot be attributed to the concentration of 
economic power. It is the zeal and initiative of individual pioneers in the 
field of industry that has contributed to the process of industrialisation 
in India and not the concentration of economic power. Thus the 
concentration of economic power as such cannot be regarded as 
responsible for economic development. 

He also does to not agree with the Commission that it is the 
concentration of economic power which leads to capital formation in the 
private corporate sector. The quantum of surplus available for further 
investment depends upon the operation of the big business to their 
optimum capacity and not on the concentration of economic power. 

Again R.C. Dutt does not agree with the view of the Commission has 
concentration of economic power in the hands of a few big business 
houses has developed managerial skill of high quality. In fact; 
concentration has inhibited the growth of a professional class of 
managers at higher levels because all top positions are held by the family 
members and relatives of such business houses. 

Besides, concentrated economic power is likely to have a number of 
economic evils adversely affecting the economy. There is the danger of 
the emergence of monopoly power lending to high price for the 
consumer, deterioration in quality and keeping out small entrepreneurs. 
The big business houses are able to compete out the small business- on 
the basis of their financial strength by selling their products • at 
uoremunerative prices and by large scale efficient advertising. Some of 
the big industrialists in India own newspaper or chain of newspapers and 
others spend large amounts in levish advertisements which go against 



Monoploy and Concentration of Economic Power in India 883 

the smaller units. Further, as noted by the Monopolies inquiry 
Commission, some dominant entrepreneurs use price wars and threats 
against small businessmen with a view to maintain their domination. 
Thus the elimination of the small businessmen is an economic evil of 
concentrated economic power which increases the imbalances in the 
distribution of national wealth and income which is not conducive to the 
economic development of the country. 

Further, as pointed out by Dr Lokanaihan to the Monopolies Inquiry 
Commission, concentrated economic power often leads to investments 
which are not conducive to economic development. In his words, 
“Concentration of economic power might lead to misdirection of 
investment. Although there is a licensing system which would tell me 
where I should invest my surplus profits, surplus sources, in actual fact, 

I may not act according to that. Because, the more a person has, the 
more he would do as he likes.” 

From the above discussion, it may be concluded that the conccntra- 
tion of economic power is not an unmixed blessing It has good and bad 
social and economic effects To make the big business houses as an 
instrument of economic development, they need to be property 
controlled and regulated in right channels so that they may be shorn of 
their evils and work towards the betterment of the economy 

GOVERNMENT MEASURES 

The Government of India has adopted a number of measures to prevent 
growth of monopolies and concentration of economic power in the 
country Some of the measures arc discussed below* 

1. MRTP Act. The first measure adopted by the Government is the 
Monopolistic and Restrictive Trade Practices Act of 1969 According to 
its latest amendments it applies to all non-government undertakings 
having assets of not less than Rs 100 crorcs each either bv itself or 
together with its inter-connected undertakings and dominant undertak- 
ings having assets of not less than Rs one crorc. Such undert akings arc 
required to obtain prior approval of the Central Government for the 
establishment of new undertaking, for substantial expansion, amal- 
gamation or merger with other undertakings, or take over of other 
undertakings. The Act also requires that any agrccmcitr relating to 
restrictive trade practices must be registered with the Registrar of 
Restrictive Trade Agreements. It prescribes penalties for violating the 
provisions of the MRTP Act 

2. MRTP Commission. The Government has set up a permanent mice 
member Monopolies and Restrictive Trade Practices Commission to 
enforce the provisions of the MRTP Act so as to control monopolies and 
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o prevent and check the monopolistic and restrictive trade practices. It 
inquires into monopolistic and restrictive trade practices by itself or on 
t reference made to it by any association or . State or Central 
jovernment or by the Registrar. In the case of restrictive trade 
practices, the Commission directs the party to stop such practices, while 
n the case of monopolistic trade practices it makes recommendations to 
he Central Government for appropriate action. 

3. Licensing Policy. The Monopolies Inquiry Commission (1965) and 
ihe Hazari Coriimittee (1967) pointed out that the industrial licensing 
has resulted in the concentration of economic power in the hands of a 
few big industrial houses. To remove its defects, the Government 
announced the Industrial Licensing Policy in February 1970 which has 
been modified from time to time in keeping with the requirements for 
the economy. According to the existing. Industrial Licensing Policy, 
there are 19 industries in the core sector in which big industrial houses 
can also establish industries besides the public sector. Moreover, all 
industrial units with assets of not less than Rs 100 crores are covered 
under large or industrial houses of the MRTP Act. Further, all new 
investments over Rs 5 crores have been included in the heavy 
investment sector. Entrepreneurs other than belonging to big industrial 
houses are issued licences liberally except those cases where foreign 
exchange considerations are involved. 

4. Joint Sector. The Industrial Licensing Policy of February 1970 laid 
down the formation of a joint sector on the basis of equity participation 
between the Central-State Government and private sector. It prohibits 
the participation of large industrial houses and dominant undertakings. 
Thus the establishment of joint enterprises is a step towards reducing 
the concentration of economic power. 

5. Public Sector. To prevent monopolies and reduce concentration of 
economic power, the Central Government and State Governments have 
been setting up public enterprises in the fields of capital, intermediate 
and consumer goods. 

6. Encouragement to Middle, Small and Cooperative Sectors. The 
Government had also been encouraging the growth of industries in the 
middle, small and cooperative sectors in order to prevent monopolies 
and reduce concentration of economic power. In the middle sector, with 
investment between Rs 1 crore and less than 5 crores, new entre- 
preneurs are allowed to set up industries. Certain industries are 
exclusively reserved for the small sector. The cooperative sector is 
encouraged to produce consumer goods. The small and cooperative 
sectors are given liberal credit and infrastructural facilities. 

7. Abolition of Managing Agency System. The Managing Agency 
System which had been instrumental in the concentration of economic 
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power and creation of monopolies are abolished in Apnl 1970. But the 
managing agents have now assumed new roles as directors or managing 
directors and consultants to a number of companies. 

8. Nationalisation of Banks 3nd Insurance Companies. The commer- 
cial banks and general insurance companies had helped the emergence 
of monopolies and concentration of economic power in India because 
they were controlled by big industrial houses. The Government has, 
therefore, nationalised 20 major commercial banks and all general 
insurance companies so that their funds arc properly utilised and not for 
the benefit of a few business houses. 

But the MRTP Amendment Act of 1984 by extending the exemption 
to the cooperative societies from the purview of the unfair trade 
practices is a regressive step To keep them out of the reach of the 
MRTP Act is to leave the consumer without any protection from a large 
chunk of products of daily use which arc marketed by them The Act 
does not confine the exemption limit to cooperative societies only of the 
actual products but gives a blanket protection to any cooperative 
society. Therefore, private firm which converts itself into a cooperative 
society will immediately get out of the purview of the MRTP Act Such 
a situation will lead to senous consequences 


Chapter 83 

SEVENTH FIVE-YEAR PLAN, 1985-90 


The Seventh Five-Year Plan was formally launched with the budget for 
1985-86. The Plan Report was released by the Planning Commission on 
9 November 1985. The Seventh Plan envisages an aggregate outlay of 
Rs 3,48,148 crores. Of this, the public sector outlay has been estimated 
at Rs 1,80,000 crores and the balance of Rs 1,68,148 crores in the 
private sector. The Plan aims at a growth rate of 5 per cent a year in 
GDP at factor cost. 


OBJECTIVES AND STRATEGY 

The basic objectives of Indian planning have been growth, modernisa- 
tion, self-reliance and social justice. Within this framework, the Seventh 
Plan lays down three more immediate objectives of: (a) accelerating the 
growth in foodgrains production; ( b ) increasing employment opportuni- 
ties, and (c) raising productivity. The achievement of these objectives is 
closely linked with the problems of poverty, unemployment and 
regional imbalances. 

An increase in foodgrains production is an important objective of the 
event Plan. This will be achieved through increase in cropping 
intensity made possible by increased availability of irrigation facilities, 
extension o new agricultural technologies to low productivity regions 
an to small farmers. The strategy pays special attention to increasing 
e pro uction o food grains, edible oils, etc. Since any shortfall in 
odgrains production will tend to reduce rural incomes and generate 
inflationary pressures, an expanded food security system, based on 
rapi increases in foodgrains production especially in the underde- 
veloped regions, public procurement, buffer stocking, and public 
distribution, is a key component of the Seventh plan. 

The second immediate objective of the Plan is the generation of 
°)tnent. The major employment generation activities 
vvi 1 be found in agriculture, rural development, village and small scale 
industries, construcnon, public administration and other services. Rapid 
a e ncu tura eve opment in backward areas where there is considerable 
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unemployment, expansion of irrigation, moro intensive cropping and 
specific employment programmes such as NREP and RLEGP would 
contribute significantly to the generation of employment in rural areas. 
A faster growth rate of industry, changes in the pattern of industrial 
growth, and expansion of labour-intensive construction activities for 
providing housing, urban amenities, roads and rural infrastructure would 
together generate more employment in the non-agricultura! sector 

The third immediate objectives of the Seventh' Plan is to raise 
productivity The Plan places particular emphasis on obtaining more 
output out of assets that have been built up over the years For this, 
improvements in capacity utilisation and efficient project implementa- 
tion in all areas, especially in irrigation, power, transport and industry 
are essential 

The Plan requires the development and introduction of new technolo- 
gies in several sectors of the economy It envisages the implementation 
of a set of science and technology missions in which domestic 
technological capabilities would be fully developed to achieve well- 
defined goals At the same time, in other areas, access to relevant 
foreign technologies will be improved along wnh emphasis on adequate 
absorption and development The Plan aims at extending the green 
revolution to new areas through its emphasis on raising the productivity 
of rice in the eastern region and in rainfed and dryland agriculture This 
would lead to faster growth in agricultural output in areas which arc 
economically backward. The strategy of human resources development 
Will also help in correcting regional imbalances 

STRATEGY OF THE PLAN 

The development strategy of the Seventh Plan aims at a direct attack on 
the problems of poverty, unemployment and regional imbalances It 
requires for its success substantial improvements and economy in 
resource use. These “will be achieved through the accelerated develop- 
ment of human resources, greater selectivity in ihc development and use 
of domestic technological capabilities, the widespread induction of new 
technologies in our farms, factories and offices, stronger emphasis on 
capacity utilisation and better project implementation and the pursuit of 
policies that would cut down costs of production particularly in the 
industrial field.” 

The Seventh Plan stipulates the growth rate of 5 per cent in GDP at 
factor cost over the Plan period. The growth rale of agricultural output 
« estimated at 4 per cent, of minerals and industrial goods at 8 3 per 
cent, of electricity, gas and water supply at 12 per cent, and of transport , 
service* at 8 per cent annually. # 
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To achieve these growth rates, the Plan will require a total investment 
Df Rs 3,22,366 crores of which 94 per cent will be financed from 
domestic resources. The rate of domestic savings is expected to rise 
from 23.3 per cent of GDP in 19S4-S5 to 24.5 per cent in 1989-90 and the 
rate of gross investment from 24.5 per cent of GDP in 19S4-85 to 25.9 
per cent in 1989-90. The ICOR is expected to be around 5 in the Seventh 
Plan. The share of the public sector in total investment over the Plan 
period will be 48 per cent (Rs 1,80,000 crores).' The private corporate 
sector will account for 17 per cent and unincorporated enterprises and 
households for 35 per cent of the total investment. 

In allocating investable funds in the public sector, areas where the 
rates of return are higher or the needs of additional capacity are more 
immediate have been given preference over new projects which will 
yield output only after the Seventh Plan. Second, more emphasis has 
been laid on increases in productivity of the existing capital stock 
through investment in replacement, balancing equipment, and mod- 
ernisation. Finally, an attempt has been made to ensure balance among 
the infrastructure sectors, the rest of the production sectors and the 
sector of human resource development including poverty alleviation 
programmes. 

Besides the strategy outlined above, there are some more planks of 
the Seventh Plan strategy relating to the other sectors of the economy. 
They are discussed in the light of sector-wise allocation of public sector 
outlays during the Plan, as shown in Table S3.1. 


Table 83.1. Sectoral Outlays of the Seventh Plan 

Rs crores 


Total Per cent 

of Total 


SI. Sector 
No. 


1. Agriculture and allied 

2. Energy 

3. Industry and minerals 

4. Transport 

5. Communications 

6. Science and technology 

7. Social services 
S. Others 


39771. IS 

22.09 

54S21.26 

30.45 

22460. S3 

12.4S 

22971.02 

12.76 

6472.46 

3.60 

2466.00 

1.37 

29350.46 

16.31 

16S6.79 

0.94 

1SOOOO.OO 

100.00 


Agricultural Development and Irrigation. The Seventh Plan allocates 
22 per cent of the total outlay for the development of agriculture and 
irrigation. The agricultural sector is expected to grow at an average 
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annua! rate of 4 per cent in terms of gross output and 2.5 per cent in 
terms of value added. In order to achieve these growth rates, the plan 
envisages that a substantial part of the additional production will come 
from small and marginal farmers and from rainfed and dryland areas. It 
also envisages a special effort for a break-through in rice production in 
rice growing areas of Eastern and Southern India. The other associated 
aspects of the agricultural strategy are a substantial increase in the area 
under high yielding varieties, increased consumption of chemical 
fertilisers, strengthening of the institutional arrangements for timely 
delivery of key inputs, intensifying pest and disease surveillance 
arrangements and timely control operations, and strengthening of the 
existing network on the pattern of training and visit system for quick and 
effective transfer of technology to the farmers 

For achieving higher agricultural growth and for reducing poverty and 
unemployment, another aspect of the strategy is the effective imple- 
mentation of land reforms. For this, efforts will be stepped up during 
the Plan to strictly enforce the existing legislation relating to ceiling on 
land holdings, especially in newly irrigated areas, and security of tenure 
Besides updating of land records the work on consolidating of land 
holdings will be intensified. 

One of the important elements of the agricultural strategy is the rapid 
expansion of irrigation facilities. For this, the emphasis will be on early 
completion of on-gomg schemes and on speeding utilisation of potential 
created by improvement in water management. New schemes will be 
limited to medium irrigation schemes in drought prone, tribal jnd 
backward areas and to minor irrigation schemes 

Energy. The Seventh Plan gives the highest priority to energy by 
allocating 30.4 per cent of the total outlay on its development The mam 
elements of the energy strategy of the Plan arc. (i) accelerated 
exploitation of coal, hydro and nuclear power; (u) intensification of 
exploration for oil and gas, (ni) advance policy planning for the large 
emerging gas potential; (|V) management of oil demand including 
formulation of a national transport fuel policy, (v) energy conservation 
including inter-fuel substitution; (it) increasing the productive efficien- 
cy of capacities already created and of equipment used, (»«) exploita- 
tion of renewable sources of energy like energy forestry, bio-gas. 
biomass, wind, solar energy, etc. especially to meet the energy 
requirements of rural communities; (»«i) intensification of research and 
development in all energy resources and in particular, in emerging 
energy technologies; and ( ix ) wide public explanation, discussion and 
acceptance of energy strategy to insure its succcssfu implementation. 

Industry and Minerals. The Seventh Plan allocates 12.5 per cent of 
the total outlay on the development of industries and minerals. Their 
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Social Services. The Seventh Ph n - 
esource development, and raising the hlgh pnority on human 
are service for general development A q 3 ‘! y ° f edu cation and health 

lopment. As such, it allocates more than 16 
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per cent of the total outlay for the development of social services. 

The strategy in the field of education is to cover 92 per cent of the 
population in elementary education during the Plan. Special efforts will 
be made to improve the quality of education, fn the field of health, the 
strategy is to make the infrastructure for primary health fully operation- 
a] with regard to village health guides, sub-centres, primary health 
centres and multipurpose health workers Programmes for the control 
of communicable diseases, of health services and of health education 
wtll be fully strengthened. The Plan envisages universal immunisation 
The family welfare programme aims at increased emphasis on female 
education, and maternal and child health services 

The strategy for human resource development also requires the 
provision of adequate drinking water facilities for the entire population 
both in urban and rural areas and sanitation facilities for SO per cent of 
the urban population and 25 per cent of the rural population 

FLNANCLNG TIIE PLAN 

The Seventh Plan envisages a total outlay of Rs 3,22,366 crores. Out of 
this, Rs 1.54,218 crores (48 per cent) arc estimated to accrue from the 
public sector and Rs 1,68.148 crores (52 per cent) from the private 
sector. Of the total outlay. Rs 3,02.366 crores at 1984-85 prices arc 
expected to be financed through domestic savings and Rs 20,000 crores 
from foreign savings We discuss below the financial resources of the 


Table 83.2. Estimates of Financial Rlsourcts ior the Public 
Sector Plan. 1985-90 


SI. So hem 

Amount 
iRi crores 
at I9S4+S 

Per cent 
ot Total 

1. 

Balance from current revenue! at 19!M-H5 rate* ol rases (-) ' 249 

(')2 V 

2, 

Contribution of public enterprises 

35.4X5 

19 7 

3 

Market borrowings (net) 

30362 

17 U 

4. 

Small .savings 

17,916 

100 

5, 

State provident funds 

7.327 

40 

6, 

Term loans from financial institutions 

4.639 

26 

7. 

Miscellaneous capital receipts (net) 

12.618 

7 0 

8, 

Additional resource mobilisation 

■M.7U2 

24 8 

9. 

Net capital in How from abroad 

18.UU 

J0U 

JO 

Deficit financing 

14 tUU 

78 


Total 

UUUU 
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public sector Plan. The aggregate resources for financing the public 
sector outlay in the Seventh Plan amount to Rs 1,80,000 crores at 
1984-85 prices comprising investment of Rs 1,54,218 crores and current 
outlay of Rs 25,782 crores. The details of the estimates are given in 
Table. 83.2. 

The scheme of financial resources shows that 82,2 per cent of the total 
resources required for financing the Plan have been estimated from 
budgetary resources, 10 per cent from external resources and 7.8 per 
cent from deficit financing. Details of the various resources are 
discussed below: 

Balance from Current Revenues. The aggregate balance from the 
current revenues of the Central and State Governments, after meeting 
their current non-Plan expenditure, has been estimated at (-) Rs 5,249 
crores at 1984-85 rates of taxation. The total revenue receipts of the 
centre at 1984-85 rates of taxation have been estimated at Rs 1,38,399 
crores for the Seventh Plan period, after transferring to the States. their 
share in the Central taxes. The non-Plan revenue expenditure has been 
estimated at Rs 1,50,410 crores, thus leaving a negative balance of 
Rs 12,011 crores for the Plan. On the other hand, the combined revenue 
'estimates of all the State Governments for the Seventh Plan period have 
been estimated at Rs 1,41,124 crores at 1984-85 rates of taxes and fees. 
As against this, the non-Plan revenue expenditure for the same period is 
estimated at Rs 1,34,362 crores. Thus, a net balance of Rs .6,762 crores 
from current revenues is likely to be available for financing the Plan in 
the State sector. Taking this figure of Rs 6,762 crores alongwith a 
negative balance of Rs 12,011 crores of the Centre, leaves the aggregate 
balance of (-)Rs 5,249 crores from the current revenues during the 
Seventh Plan. 

Contribution from Public Enterprises. The gross surplus of public 
enterprises (retained profit plus depreciation) on the basis of 1984-85 • 
rates of tariffs, fares and product prices, has been estimated at 
Rs 35,485 crores. These estimates include Rs 4,225 crores from 
Railways; Rs 1,729 crores from Posts and Telegraphs; Rs 31,500 from 
other Central enterprises; and Rs 15 crores from State enterprises 
excluding State Electricity Boards and State Road Transport Corpora- 
tions. State Electricity Boards and State Road Transport Corporations 
taken together are expected to incur cash losses at Rs 1,984 crores 
during the Seventh Plan. 

Net Market Borrowings. The net market borrowings have been 
estimated at Rs 36,108 crores for the Plan period. This estimate is based 
on the assumption of a reasonably buoyant growth in the deposits of 
commercial banks through branch expansion and other measures, and a 
significant increase in the investible resources of other subscribers like 
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Life Insurance Corporation and Employees' Provident Fund. 

Small Savings. The contribution of small savings over the Plan peril: 
has been estimated at Rs 17,916 crorcs This estimate has been based o 
the growth of households’ contribution to small savings as well as to th 
Employees’ Provident Funds and other provident funds in the onvat 
sector as observed from past trends. 

State Provident Funds. Net accruals to State Provident Funds for th 
Seventh Plan have been estimated at Rs 2,300 crorcs for the Centre aiv 
Rs 5,027 crorcs for the States in the light of past trends, existing rates o 
contribution and anticipated increase in employment under the Centra 
and State Governments. 

Net Miscellaneous Capital Receipts. The net miscellaneous capita 
receipts for the Centre and States have been estimated at Rs 12,611 
crores. This item represents the net balance of receipts and disburse 
ments under a number of budget heads 

Term Loans from Financial Institutions. The term loans froir 
financial institutions have been estimated to provide Rs 4,639 crorc; 
during the Plan period The financial institutions like Life Insurance 
Corporation, General Insurance Corporation, Rural Electricatiou 
Corporation and National Bank for Agriculture and Rural Develop- 
ment are estimated to extend loans amounting to Rs 3,539 crorcs to the 
States for various programmes in the fields of housing, water supply, 
power, transport and agricultural cooperatives Further. Industrial 
Development Bank of India under us Bills Rediscounting Scheme is 
expected to provide Rs 1,100 crorcs for the State Plans 

Additional Resource Mobilisation. The additional resource mobilisa- 
tion by the Centre and the States has been estimated at Rs 44,702 crorcs 
for the Seventh Plan. In this, the Centre’s share is expected to be Rs 
22,490 crores. Of this amount, Rs 8,250 crorcs is likely to be wised 
through tax and non-tax revenue measures and Rs 14.240 crorcs arc 
expected from Central public enterprises including Railways and Posts 
and Telegraphs. For financing the State Plans, the States arc expected 
to mobilise additional resource totalling to Rs 22,212 ciorcs Of this, 
they arc expected to raise additional resources of Rs 13,000 crorcs 
through various tax and non-tax revenue measures Despite the 
commercial losses of the State Electricity Boards and State Road 
Transport Corporations, they arc expected to adopt suitable measures 
to raise net additional revenue of Rs 7,000 crorcs and Rs 2.200 crorcs 
respectively over the Seventh Plan Similarly, receipts from multipur- 
pose, major and minor irrigation works arc expected to net Rs IZcrercs 
after covering their working expenses. 

Net Inflow 0 f Capital from Abroad. The net flow of external asv« ^ 
has been estimated at Rs 18,000 crorcs at 1984-85 price*, f ^ 
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Deficit Financing. The resource mobilisation scheme of the Plan 
leaves an uncovered gap of Rs 14,000 crores which is proposed to be 
covered through deficit financing. 

4 Critical Appraisal of the Seventh Plan 
The Seventh Plan is not basically different from the last two Plans in 
terms of its objectives or strategy. It “is a mix of hard targets, soft 
projections, fine intention and rosy promises.” 1 As such, doubts have 
been expressed about fulfilling the physical and financial aspects of the 
Plan. We discuss these as under: 

Growth Rates. The Seventh Plan sets an annual growth rate of 5 per 
cent of GDP, given ICOR of 5. This is the same as achieved during the 
Sixth Plan. It cannot, therefore, be said to be ambitious. But “the 
question is whether the growth target is sustainable, particularly 
because apart the uphill task of accelerating agricultural growth, the lag 
in the growth of the industry has to be made good. These considerations 
point to a size of the plan which is large; but it must also be supported by 
adequate resources.’’ 2 

The Plan assumes an annual growth rate of 4 per cent of agricultural 
output. This target is again the same as achieved during the Sixth Plan, 
But the average rate of growth in agriculture has been around 2.6 per 
cent per annum over the past thirty five years. The Plan document 
notes: “It has also been estimated that the growth of agricultural output 
in the recent past has not been commensurate with the increase in 
inputs, indicating a decline in productivity of inputs.” But the critical 
input for agriculture is water. So long as irrigation facilities are not 
increased and dependence on vagaries of weather not removed, it is not 
possible to raise productivity of inputs like fertilisers, HYV seeds, etc. 
Thus the growth rate of 4 per cent of agricultural output is on the high 
side. 

The annual growth rate of industrial output has been fixed at 8.3 per 
cent. This is again on the high side because the growth rate achieved 
during the Sixth Plan was 5.5 per cent which was ever lower than the 
average growth rate of 7 per cent witnessed in the past thirty-five 
decades. 

Capital-Output Ratio. The Seventh Plan assumes the capital-output 
ratio of 5. But some recent studies show that the capital-output ratio is 
increasing in all sectors of the economy and it would work out around 6. 
it means that to meet the targets of production of the Seventh Plan, the 

‘S. Guhan. Seventh Plan: Hard Targets and Soft Projections, The Economic Times, 11 
December 19S5. 

-The Editorial, Plan Arithmetic, The Economic Times, 12 November 1985. 
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non-inflationary manner as also to stimulate growth, productivity and 
savings.” Despite these sound criteria, the Plan contains no reference to 
its not adding to the regressive effects of the resources to be raised, 
which bear heavily on the poor. The case for reducing tax rates is 
reaffirmed without any empirical support about its producing increased 
revenues. 4 The Plan document states that direct taxes of the centre and 
the States as percentage of non-agricultural GDP has steadily declined 
over the period 1975-76 to 19S3-84 and this trend needs to be reversed. 
If pleads for raising the aggregate tax ratio from 16.3 per cent of GDP in 
1984-85 to 18.3 per cent in 1989-90 for the success of the Plan. But no 
specific measures have been put forth except such pronouncements as 
taxing untaxed rural incomes, rationalisation and simplification of the 
tax structure, changes in tax-rates, reduction in tax evasion, etc. 

The Central public sector enterprises including railways are expected 
to contibute additional Rs 14,240 crores to the financing of the Plan. 
The recommendations to turn the Seventh Plan loss of Rs 11,757 crores 
of State Electricity Boards into a surplus of Rs 7,000 crores, the loss of 
Rs 1,434 crores of State Transport Corporations to a surplus of 
Rs 2,200 crores and similar suggestions on irrigation rates are not 
backed by specific action suggestions except for transport undertakings. 
Malcolm Adiseshiah concludes that the financing section is sound 
advise, but its execution raises the king of issues just referred to. 

The estimate of Rs 18,000 crores as net inflow of capital from abroad 
is highly optimistic. It is based on projections of imports, exports, 
current invisibles and capital transactions. At 1984-85 rates, imports are 
expected to grow at 5.8 per cent and exports at 6.8 per cent annually. 
The Plan document outlines specific measures to increase exports but it 
is silent about measures to reduce imports. However, it admits that 
‘debt service obligations will rise more sharply because of harder 
average terms of external debt, including commercial borrowing 
contracted in recent years, repayments to the IMF, and a substantial fall 
in concessional aid flows.” Under the circumstances, the prospect of the 
net inflow of capital from abroad to the time of Rs 18,000 crores during 
the Seventh Plan is gloomy. 

The uncovered gap of Rs 14,000 crores in the financial schemes of the 
Plan is proposed to be covered through deficit financing which comes to 
7.S per cent of the total resources. This is considered to be within safe 
limits by the Planning Commission. But the past experience belies this 
hope and the deficit is likely to be much higher than anticipated due to 
shortfalls in other sources of financing the Plan and would stimulate 


Malcolm. S. Aducshiab, The Seventh Plan — A Positive Impression, The Economic 
Times, 29 November 19S5. 
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inflationary pressures within the ccouumy. 

Thus the resources crunch is likely to be a matter of concern for the 
planners during the Seventh Plan. As the Economic Survey lor IUH4-HS 
pointed out: Among other things, first the prospects for external 
assistance do not appear promising; second, tax revenues are not using 
at a rate which is sufficient even to meet increases in non-plan 
expenditure because of items such as defence, interest payments ami 
subsidies (constituting 75 per cent of the non-Plaii expenditure of the 
Centre); third, severe limitations on generation of resources by public 
sector; four, possibilities of external borrowing on concessional terms 
strictly limited; five, unrelenting increase in population at 2 per cent; 
six, difficulty in maintaining increased crude oil production and need to 
arrest the steady erosion in India's share in the world export trade, If, 
therefore, emphasises that a marketed improvement in the resources 
position would be required if the country is to achieve the mu vases in 
development expenditure necessary in the Seventh Plan without 
jeopardising price stability. 



Chapter 84 

PERFORMANCE OF INDIAN PLANS 


India embarked on the path of planned economic development on 1 
April 1951. Since then, she has gone through six five years Plans and the 
Seventh Five-Year Plan is in operation. There are various objectives 
that run through one or the other Plan. They are: (i) to increase 
national income and per capita; (2) to raise agricultural production; (3) 
to industrialise the economy; (4) to achieve balanced regional develop- 
ment; (5) to expand employment opportunities (6) to reduce inequali- 
ties of income and wealth; (7) to remove poverty, and (8) to achieve 
self-reliance. In a broad sense, these specific objectives can be grouped 
into four basic objectives: growth, modernisation, self-reliance and 
social justice. We critically evaluate the performance of Indian Plans in 
the light of these objectives. 

I . Growth 

The overall growth rate of the economy has been characterised by 
extreme variations from year to year. Consequently, the targets of 
growth rates fixed for the various Plans have not been achieved except 
for the First, Second, Fifth and Sixth Year Plans. In the First Plan, 
the growth rate of 3.6 per cent per annum was achieved which was 
higher than the estimated growth rate of 1.2 per cent. During the 
Second Plan also the actual growth rate was 4 per cent as against the 
targeted growth rate of 2.5 per cent. In the Third Plan, the actual 
growth rate of 2.2 per cent was much lower than the targeted rate of 5.6 
per cent. The Fourth Plan also showed a large decline in the actual 
growth rate which was 3.4 per cent against the estimated rate of 5.7 per 
cent. But the Fifth Plan achieved a higher growth rate of 5.2 per cent 
against the targeted rate of 4.4 per cent. The Sixth Plan had set the 
target growth rate of 5.2 per cent which was achieved. During these 
years, the long term trend of growth of national income at constant 
prices worked out to only 3.7 per cent per annum while the per capita 
income recorded an annual increase of only 1.3 per cent. 

However, the Indian economy has witnessed a significant increase in 
the saving and investment trends over the plan periods. Saving as 
percentage of GDP increased from 10 per cent in 1950-51 to 23.3 per 
cent in 19S4-S5 and investment (gross capital formation) as percentage 
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of GDP from 10 per cent to 24.5 per cent over the period, Wc have seen 
above that one of the weaknesses in the Indian planning process has 
been the slow growth rate of the economy and high rate of capital 
formation. This reflects a paradoxical situation. The reasons for this arc 
not far to seek. 

The growth rate of the economy is determined by trends in 
agricultural and industrial production in India. The trend growth rate of 
agricultural during 1950-51 to 1978-79 was 2.7 per cent. During the Sixth 
Plan, the growth rate of agriculture was 4.3 per cent per annum, rhe 
principal problems from the point of view of agricultural growth have 
been: “(a) the uneven rate of agricultural progress in various regions 
leading to considerable regional disparities in the level and pace of 
development; (6) the wide amplitude of yearly fluctuations in agricultu- 
ral production; (c) the stagnation in production of several important 
crops like pulses and oilseeds; (tf) the need for technologies, services 
and public policies that can help ecologically disadvantaged regions and 
also promote greatest labour absorption; and (c) the inadequacy of 
institutional framework for enhancing the productivity of small farmers 
and for producer-oriented marketing." 

Between 1950-51 and 1984-85, the annual growth rate of industrial 
production was about 7 per cent. But it was not uniform. It was 8 per 
cent during 1951-65 which slowed down to 3 4 per cent in 1965-70, 3.7 
per cent in 1970-75, 4.8 per cent in 1975-80 and about 6 per cent in 
I9SO-85. Many constraints have been identified both on the demand side 
and the supply side for the deceleration in the growth rale since 1965 
The factors on the demand side have been: demand deficiency due to a 
significant decline in the scope for import substitution, inflationary 
pressures, and the failure of the domestic demand for manufactured 
goods to increase due to the worsening of income distribution. The 
principal factors on the supply side have been: the slow growth of 
agricultural productivity restricting the supply of raw materials, the 
inadequate expansion of infrastructural facilities, deceleration of public 
sector investment, the movement of terms of trade against industry, the 
foreign exchange constraint, the licensing, taxation and credit policies 
adversely affecting the private sector, etc. 

Besides, an other factor which has been keeping growth rate of 
income low despite high saving and investment rates has been high 
capital-output ratio over the planning period. The capital-output ratio 
reflects the quantum as well as productivity of investment. The figures 
of high capital formation do not represent the real picture of the 
economy because they arc m 'gross’ terms and not in ’real' terms. 
Further, they arc at market prices and not at constant prices. Thus there 
has been a shortfall in real investment in the public sector especially due 
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to price escalation that has led to shortfall in targets of growth rate 
during every Plan. Another cause for this shortfall in public investment 
has been inadequate return from past investment in power, irrigation, 
transport and public sector manufacturing industries, and shortfalls in 
public sector savings. 

The effect of this shortfall in the quantum of public investment has 
been aggravated by high capital-output ratio than anticipated in the 
Plans. The marginal gross capital-output ratio at 1970-71 prices was 
about 4 per cent in the Second and Fifth Plans and 5.4 and 5.7 per cent 
in the Third and Fourth and Sixth Plans respectively; Such high 
capital-output ratios can be attributed to changes in the composition of 
investment' from engineering to chemical industries, rising real costs in 
such sectors as power, irrigation and mineral development, and 
inefficiencies in the utilisation and maintenance of existing capital stock. 

Thus the paradox of high capital formation and low growth rate of 
income is the result of high capital-output ratio, both total and sectoral. 
It is, in fact, this relationship combined with high population growth 
rate that has been responsible for the existence of proportion of 
population below the poverty line. 

2. Modernisation 

Modernisation refers to “a variety of structural and institutional 
changes in the framework of economic activity. A shift in the sectoral 
composition of production, diversification of activities, an advancement 
of technology and institutional innovations have all been part of the 
drive to change a feudal and colonial Indian economy into a modern and 
independent entity. 

National Income. The sectoral distribution of national income reflects 
the structural transformation of Indian economy. The composition of 
NDP shows significant changes over the period 1950-51 to 1984-85. In 
1950-51 (at 1970-71 prices), 61.5 per cent of the NDP originated in the 
primary sector which dropped to 38.2 per cent in 1984-85. This is a 
concomitant result of the development process whereby the primary 
sector gives place to the secondary sector and tertiary sectors of the 
economy. Consequently, the relative share of the secondary sector 
increased from 14.5 per cent in 1950-51 21.6 per cent in 1984-85; while 
the share of the tertiary sector increased trom 19.5 per cent to 40 per 
cent over the period. This pattern of structural transformation of the 
Indian economy is disturbing because the secondary sector has not been 
expanding fast enought to absorb the growing rural labour force. The 
fast expanding tertiary sector has been able to absorb skilled and trained 
labour force. The unskilled and uneducated rural labour force has 
continued to struggle in the primary sector. 
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Industry, The main component in tne drive for structural diversifica- 
tion has been towards modernisation and diversification of industries. 
Over the past 35 years, India has achieved a broad-based industrial 
development. Apart from quantitative increases in the output of 
industnal products, the industrial structure has been widely diversified 
covering the entire range of consumer, intermediate and capital goods. 
Chemicals, engineering, transport, petrochemicals, synthetics, electro- 
nics, etc, have made rapid strides. In most of the manufactured 
products, the country has achieved a large measure of self-reliance. This 
is reflected in the composition of the country’s foreign trade in which the 
share of manufactured goods in imports has steadily declined. On the 
other hand, industrial products of wide range have become a growing 
component of our exports. Rapid industrialisation has been accompa- 
nied by a corresponding growth in technological and managerial skills, 
not only for operating highly complex and sophisticated industrial 
enterprises but also for their planning, design and construction 
Considerable progress has also been made in industnal research, and 
in absorbing, adapting and developing industnal technology. 

Besides, the development of the public sector has made a major 
contribution in the modernisation of Indian economy. It has played a 
dominant role in the establishment of such heavy industncs as steel, 
petrochemicals, non-ferros metals, petroleum, fertilisers, heavy 
engineering, heavy electncals, etc , thereby diversifying India’s indust- 
rial structure. Its contnbution to the GDP was 11 per cent in 1960-61 
which increased to 25 per cent in 1984-85. 

Modernisation and structural change in the industnal sector is also 
reflected in the vast expansion of the pnvate sector both in the large and 
small scale sectors through the development of a network of banking 
institutions and money market. Besides, a vancty of institutions have 
been set to provide infrastructure, raw material, marketing and 
technologies to the small scale sector. 

But these impressive achievements do not reveal the true picture of 
industrial development of the economy. Judged by the growth rates , 
India’s industrial performance has been below the expected growth rate 
of 8 to 10 per cent per annum. The average annual growih rate of 
industrial production was about 7 per cent between 1950-51 to 1984-85. 
But it was highly unstable. It was 8 per cent dunng 1961-65 which 
slowed down to 3.4 percent during 1965-70,3.7 per cent during 1970-75, 
4.8 per cent dunng 1975-80, and rose to about 6 per cent m 1980-85. 

The pattern of industrial development in India has been uneven wit 
the maj’ority of industries concentrated in urban areas, espea y 
around big cities. Inter-state and inlra-regiona! dispaniics 
exist. Besides, the small scalp sector has failed to develop to ^ 
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dependent on the expansion of the key infrastructure sectors like coal, 
power, petroleum and transport. The base for these sectors was laid in 
the Second Plan and production became significant in the Third Plan. 
Between 1965-66 and 1984-85, the production of coal increased by 1 IS 
per cent, power generation by 376 per cent, and petroleum refinery 
throughput 279 per cent. 

This impressive growth of the three key infrasture sectors docs not 
reveal their true state of affairs. Their supply of output and services has 
been lagging behind demand due to the non-fulfilment of plan targets. 

Transport has recorded a sustantial growth over the period 1950-51 to 
1984-85 both in the spread of network as well as in the output of the 
system. Railways have recorded a growth rate of 4.3 per cent in freight 
traffic and 3.7 per cent per annum in passenger traffic. The traffic at 
major ports has increased at the rate of 5.2 per cent per annum. 
Domestic airlines passenger traffic has recorded a growth rate of 10,5 
per cent per annum. Road transport fleet has increased by 6.8 per cent 
per annum in respect of trucks and 5.4 per cent in respect of buses. The 
road network has expanded at an annual rate of 5.4 per cent. Shipping 
tonnage has increased at the rate of 11 per cent and coastal at 1.4 per 
cent per annum. 

Despite this impressive growth in the spread of transport network, a 
large number of villages in the country still do not have road 
connections. About 36 per cent of the villages were without a road link 
and about 65 per cent without all weather access roads at the end of thfe 
Sixth Plan. In fact, ihe entire transport system continues to fall short of 
demand for transportation. There have been capacity constraints in 
several areas. Inadequacy of capacity and substandard infrastructure 
have led to excessive transit delays, fuel wastage and higher operating 
costs in road and rail transport. In the case of sea-borne traffic, port 
infrastructure has lagged behind changes in shipping technology and 


cargo handling methods. 

However, with the significant emphasis given to science and 
technology in the five year Plans, a wide-based infrastructure covering a 
broad spectrum of disciplines and capabilities has been built up in the 
areas of agriculture, atomic energy, new and rcncvablc sources of 
energy, space technology, biotechnology, industrial research oceanogra- 
phy, environment etc. 

Social Services. Modernisation is also reflected in the spread of 
social services. There has been a significant increase in development 
expenditures whose share in GDP grew from 3 per cent in 1950*51 1 to M 
P«r cent in 1984-85. There has been a marked expansion of hcaJUi 
«ttices. The number of doctors, nurses and hospitals has «»«»* • 
Plages have been electrified. Drinking water has been suppl* -i" 
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in 1984-85 However, there has been a substantial reduction in import 
dependence in foodgrains over the Planning era. Net imports of 
foodgrains have declined from about 4 in tonnes in 1970 to 0.32 in 
tonnes in 1985. 

Import substitution is another measure towards a self-reliant eco- 
nomy. India has been following this policy in the form of domestic 
production of consumer goods of all types, including foodgrains, capital 
goods, intermediate goods and the development of research and 
technology indigenously. She has achieved a large measure of success 
towards this direction and have started exporting a variety of durable 
consumer goods and capital goods which she used to import earlier. 

In absolute terms the value of India’s imports and exports has 
increased at a high pace. For instance, the value of exports increased by 
about 8 times in 1984-85 over 1970-71 and that of imports by about 
10 times. 

Further, India’s net terms of trade have been unfavourable since 
1974-75 thereby showing that India has been losing on foreign trade. 
The net terms of trade declined to 92 in 1974-75 from 149 in 1972-73 
which fell to all time low of 81 in 1980-81, and then rose to 120 in 1983-84. 
Moreover India’s exports as a percentage of the world exports has been 
hardly 0.5 per cent for over a decade. It shows that despite our 
concentrated efforts towards export promotion, the country has not 
been able to increase its exports. 

.Thus we find that on all counts, the goal of, self-reliance is still a 
distant dream. 


4. Social Justice 

The objective of social justice as laid down in Indian Plans has man) 
dimensions; to improve the living standards of the poorest people, to 
remove poverty and unemployment, and reduction in inequalities o 
income and wealth. All these aspects are mutually inclusive. To achieve 
social justice, a number of poverty. alienation and. «np!o>menl 


mes such u DPAP and' DDP which aim at optimum utilisa tion of l and. 
w atcr and livestock resources, farm forestry, Pf ^ an j 
development of subsidiary occupations m rou ^ j! j n ,j, c 

««s to raise ihe incomes of the weaker seettons o the 
•htrd eatesory are included such emplo)men.£enerat.onp«Erarnr„s> 
NREP. RLEGP, TRYSEM and FWP 
Piementary employment opportunities du S 
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of the year. Fourth, there is the Minimum Needs programme which 
aims at improving the consumption levels of the poorer sections in order 
to raise their productive efficiency. Lastly, the other measures for 
achieving social justice have been land reforms, abolition of bonded 
labour, liquidation of rural indebtedness, fixation of minimum wages for 
farm labour, drive against economic offenders and measures towards 
reduction of concentration of incomes, wealth and economic power. 

Conclusion. Bull all the programmes discussed above have over the 
years achieved their objectives only partially. According to Government 
estimates, 40 per cent of the beneficiaries managed to increase their 
income above Rs 3,500 a year per family in 1984 alone. This amount 
being the 1979-80 poverty line per family. But this estimate is on current 
prices without making adjustment for the price rise since 1979-SO. Dr 
Nilkanth Rath in his Dr T.A. Memorial Lecture said that less than 10 
per cent of the poor against the 20 per cent target had been raised above 
the poverty line under the IRDP during the Sixth Plan without creating 
any durable community assets. But this was also a gross overestimate 
because it ignored the price rise and bank loan repayment during the 
Plan. 

Therefore, the pace and manner in which the problem of social justice 
has been dealt with so far leaves much to be desired both qualitatively 
and quantitatively. Only a small fraction of the rural poor has been 
covered effectively by these poverty alleviation programmes. A sizeable 
portion of those covered have some land. The landless and the rural 
artisans have been almost left untouched. 

In the area development programmes, little has been done in soil and 
water conservation, afforestation and pasture development. Agronomic 
practices and cropping patterns have not been introduced in backward 
regions. Marginal lands continue to be overexploited through crop 
husbandry. The emphasis of these poverty alleviation programmes is 
more on expenditure incurred than on performance. The constraints 
from which these programmes suffer have not been financial but 
organisational inadequacy and lack of clear cut plan of development and 
proper monitoring. Little attention has been paid to psychological, 
political, bureaucratic and economic forces that have been at \york to 
foil these programmes. 

Thi. minimum needs programme did improve the living conditions of 
t e poor in rural areas through the provision of protected and assured 
water supply to 1,92,000 villages with a drinking water problem, house 
sites to 5.4 million poor rural families, and assistance for house 
construction to 1.9 million of them by 1984-85, Environmental 
conditions in urban slums were improved to benefit 9.1 million slum 
dwellers. 
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But the vanous employment generation programmes lute failed to 
lake any impact in solving the problem of rural and urban uncmploy- 
lent. 

The Seventh Plan document reveals that the percentage of people 
| clow the poverty line diminished from 48 3 in 1977-78 to 36.9 in 
984-85. But the success appears to be partial for the Sixth Plan target 
rap to take 18 per cent of people above the poverty line but only 11.4 
>er cent were so taken 

According to Dr Surendra J. Patel’s estimates, there has been little 
eduction of inequalities of income and wealth over the last 35 jears in 
ndia. First, the per captia consumption increased at only 0.6 per cent 
ler year between 1950-85. It is so miniscule that it would make only a 
nargmal difference to average per capita personal consumption. 
Second, there has been a backward movement in reduction of 
nequalities of income The top 10 per cent had raised its relative share 
n personal income from around 40 per cent in 1950 to over 50 per cent 
n 1985, accumulating for itself over two-thirds of the entire increment 
n personal incomes Finally, excluding public fixed capital formation, 
he top 10 per cent accounted for nearly all of the private capital 
ormation in 1985, leaving the 90 per cent of population at the 1950 
evel. 2 

Thus empirical evidence shows that poverty, unemployment, and 
inequalities of income and wealth have increased instead of diminishing 
ind that Indian Plans have failed to achieve social justice. 


W, J. Paid. Indian l*-^**”" " 
finer, 4 March 19S6 
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of the year. Fourth, there is the Minimum Needs programme which 
aims at improving the consumption levels of the poorer sections in order 
to raise their productive efficiency. Lastly, the other measures for 
achieving social justice have been land reforms, abolition of bonded 
labour, liquidation of rural indebtedness, fixation of minimum wages for 
farm labour, drive against economic offenders and measures towards 
reduction of concentration of incomes, wealth and economic power. 

Conclusion. Bull all the programmes discussed above have over the 
years achieved their objectives only partially. According to Government 
estimates, 40 per cent of the beneficiaries managed to increase their 
income above Rs 3,500 a year per family in 1984 alone. This amount 
being the 1979-80 poverty line per family. But this estimate is on current 
prices without making adjustment for the price rise since 1979-80. Dr 
Nilkanth Rath in his Dr T.A. Memorial Lecture said that less than 10 
per cent of the poor against the 20 per cent target had been raised above 
the poverty line under the IRDP during the Sixth Plan without creating 
any durable community assets. But this was also a gross overestimate 
because it ignored the price rise and bank loan repayment during the 
Plan. 

Therefore, the pace and manner in which the problem of social justice 
has been dealt with so far leaves much to be desired both qualitatively 
and quantitatively. Only a small fraction of the rural poor has been 
covered effectively by these poverty alleviation programmes. A sizeable 
portion of those covered have some land. The landless and the rural 
artisans have been almost left untouched. 

In the area development programmes, little has been done in soil and 
water conservation, afforestation and pasture development. Agronomic 
practices and cropping patterns have not been introduced in backward 
regions. Marginal lands continue to be overexploited through crop 
husbandry. The emphasis of these poverty alleviation programmes is 
more on expenditure incurred than on performance. The constraints 
from which these programmes suffer have not been financial but 
organisational inadequacy and lack of clear cut plan of development and 
proper monitoring. Little attention has been paid to psychological, 
political, bureaucratic and economic forces that have been at \york to 
foil these programmes. 

The minimum needs programme did improve the living conditions of 
the poor in rural areas through the provision of protected and assured 
water supply to 1,92,000 villages with a drinking water problem, house ' 
sites to 5.4 million poor rural families, and assistance for house 
construction to 1.9 million of them by 1984-85, Environmental 
conditions in urban slums were improved to benefit 9.1 million slum 
dwellers. 
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level. 2 

Thus empirical evidence shows that jmvrMy, wo [ 0 j<l*»yiMi ul, imiH 
inequalities of income and wealth have IiiikwH lmh.ul id illoiloMilott 
a-nd that Indian Plans have (ailed to achieve mhmJ (odl'* / 
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